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THE SECURITIES LITIGATION UNIFORM 
STANDARDS ACT OF 1997— S. 1260 



MONDAY, FEBRUARY 23, 1998 

U.S. Senate, 
Committee on Banking, Housing, and Urban Affairs, 

Subcommittee on Securities, 

Washington, DC. 

The Subcommittee met at 2 p.m., in room SD-538 of the Dirksen 
Senate Office Building, Senator Phil Gramm (Chairman of the Sub- 
committee) presiding. 

OPENING STATEMENT OF SENATOR PHIL GRAMM 

Senator Gramm. I want to begin by thankine our witnesses for 
coming today. As those who have followed the bill know, we have 
held two previous hearings on the Securities Litigation Uniform 
Standards Act. Four Members of the Full Committee have asked 
that we hold an additional hearing, and I am responding to that 

Tiest with this hearing today, 
want to be sure people become convinced that we have given 
all responsible parties wno represent a imique or different view an 
opportunity to make a presentation. It is my assiunption that we 
will begin moving toward a markup on this bill in the next several 
weeks. 

When I received the letter asking for an additional hearing, I 
thought it was important to go ahead with it. I want to thank each 
of you for coming. 

I would like to introduce oiu* panel and let them make their pres- 
entations. If you would, keep tne initial presentation to 5 minutes. 
In that way, we will have time for questions. 

Our first witness will be Boris Feldman. Mr. Feldman is firom 
Wilson Sonsini Goodrich & Rosati in Palo Alto, California. Our sec- 
ond witness will be Richard W. Painter firom Cornell Law School 
in Ithaca, New York. Third, will be Michael H. Morris, Vice Presi- 
dent and General Counsel of Sun Microsystems, Incorporated. Our 
fourth witness is Mary Rouleau, Legislative Director of the Con- 
simier Federation of America; foUowM by J. Harry Weatherly, Jr., 
Director of Finance, Mecklenburg County, North Carolina; and fi- 
nally, John F. Olson, who is with Gibson, Dimn & Crutcher, here 
in Washington, DC. 

Let me thank each of you for coming. Let me also say that your 
full statement wiU be included in the record and made available to 
each Member of the Subcommittee and Full Committee who might 
be interested. 

Mr. Feldman, we wiD begin with you. Thank you very much. 

(1) 
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OPENING STATEMENT OF BORIS FELDMAN 

WILSON SONSINI GOODRICH & ROSATI, P.C. 

PALO ALTO, CALIFORNIA 

Mr. Feldman. Thank you, Mr. Chairman. It's an honor to appear 
before you here today. The law firm of Wilson Sonsini Goodnoi & 
Rosatiy my law firm, represents more high-tedi and biotedi compa- 
nies than any other law firm in America. I think those companies 
are very appreciative to the Committee for the leadership that you, 
Senator Doad, and others have shown in having the Private Securi- 
ties Litigation Reform Act enacted in 1995. 

I have had the honor of defending companies, not only in Califor- 
nia shareholder suits, but also shareholder suits in New York, New 
Jersey, Colorado, Utah, and Nevada. Tm going to tiy to indicate in 
my remarks that the problem that S. 1260 addresses is not limited 
to CaUfomia. 

In my written remarks, I try to deal with the phenomenon more 
broadly. I would like to use my 5 minutes before the Subcommittee 
to give you two real-world examples to try to drive home what is 
happening out there in light of the Reform Act. 

One involves a company in California, Quantum Corporation, one 
of the leading disk drive companies in the United States. In June 
1996, Quantum preannounced that it would have a disappointing 
quarter — still profitable, but less than what Wall Street expected — 
because it was introducing a new disk drive, and some customers 
had pushed out their original orders for that. 

The company was sued that siunmer in Federal and State court 
in California: the same plaintiffs, same defendants, same claims, 
everything the same. But one had State causes of action, and the 
other Federal. 

The Committee may be interested to know that the two plaintiffs 
who brought the lawsuit made a huge profit on their investment. 
One enjoyed a 60 percent return, the other a 75 percent return, in 
under 1 year. They were the only members of me class who had 
come forward to sue the company. 

Senator Gramm. Was the suit based on the fact that they should 
have earned more? 

Mr. Feldman. Exactly. 

In Federal court, thmgs have played out exactly the way that 
Congress' Reform Act intended. There has been a stay of discovery. 
Strict pleading standards have been applied. The lawsuit was dis- 
missed with leave to amend. A second motion to dismiss with prej- 
udice is pending. Also, there have been relatively few expenses. 

In the State court, on the same issues, there has been $500,000 
in expense. The court has twice dismissed the complaint, but or- 
dered that the plaintiffs should be allowed discovery to help them 
try to amend with a viable claim. 

The result is a situation where two plaintiffs who made a huge 

Srofit are being shut down in Federal court. But in State court, on 
tie identical claim, they're getting firee reign. 
A second example is not firom California. I thought it might be 
of interest to Senator Bryan, because it involves a constituent of 
his c£dled Anchor Gaming — a public company located in the State 
of Nevada that makes some fairly high-tech gaming equipment. 
The company also has some small casinos in Colorado. 
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The CEO of the company recently had a major facility at UNLV 
named after him: Stan Fulton, a leading citizen of Nevada. 

In December 1997, just a few months ago, there was a negative 
Wall Street Journal article on the company. The stock started to 
fall. In the end, Nasdaq suspended trading and told the company 
it would not allow trading to resume unless it put out a press re- 
lease indicating whether it would meet street expectations for the 
quarter — exact^ the kind of forward-looking statement that the 
Committee and Congress intended to protect. 

The company, at Nasdaq's instruction, put out a press release 
saying they thought it was likely that they would miss the (quarter 
slightiy. But they weren't sure, and they might still make it. The 
reason was that there had been a blizzard in Colorado in October, 
whidi shut down their two casinos there for a long weekend. 

It turned out they did make the quarter. They had said they ex- 
pected to make between $1.10 and $1.20. They came in at $1.24, 
which was a 100 percent increase over the quarter from the year 
before. 

For that, they were awarded with shareholder class actions in 
five different courts: Federal court in Nevada, State court Nevada, 
Federal court Colorado, State court Colorado, and State court in 
New Jersey. 

Why New Jersey, you might ask? Because they sold some equip- 
ment in the State of New Jersey. 

Now, I have to say we have had luck in persuading the plaintiffs' 
lawyers in those other jurisdictions to send everything to Nevada, 
and we're grateful for that. But the fact remains that, even after 
that, even after we move them out of New Jersey and the other 
States, we have two separate lawsuits to litigate, one in Federal 
court in Nevada, one in State court in Nevada, same issues, same 
stock drop. 

In the Federal court, the company will have the protection of the 
safe harbor. In the State court, it wiU not. 

The lesson I would draw from these two examples is not that any 
of these lawyers' lawsuits are non-meritorious. My purpose today 
is not to convince you that I should win and the other side should 
lose. My point is that you have now established rules for nation- 
ally traded companies as to how they should behave. Their compli- 
ance with those rules should be measured in Federal court, not in 
whichever State a plaintiffs' lawyer decides to sue them. 

Thank you, Mr. Chairman. 

Senator Gramm. Mr. Painter. 

OPENING STATEMENT OF RICHARD W. PAINTER 
PROFESSOR, CORNELL LAW SCHOOL, ITHACA, NEW YORK 

Mr. Painter. Mr. Chairman, I thank you for inviting me here 
today. In January, I mailed to Members of the Committee two let- 
ters from 28 professors of securities regulation, opposing preemp- 
tion of private rights of action for securities fraud under State law. 

Today, however, I speak on my own behalf. 

Most of my objections to the proposed legislation fit under one of 
two concepts: federalism and firaud. Put simply, I am in favor of 
federaUsm and against fraud. 

Let us start with federaUsm. 
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My point is not that Federal preemption is never justified, but 
that the proponents of preemption bear a heavy burden of showing 
that State law unduly interferes with Federal laws designed to pro- 
tect an important national interest. The proponents of the legisla- 
tion that we are discussing today have shown nothing of the kmd. 

Two separate reports — one prepared by National Economics Re- 
search Associates, the other by Price Waterhouse — demonstrate 
that levels of litigation in State courts in 1997 appear to have re- 
turned to pre-1995 levels. The alarm that has been sounded about 
a surge in State court filings afl;er 1995 has apparently been a false 
alarm. 

Furthermore, although preemption proponents claim that State 
court litigation is a national problem that must be fixed by Con- 
gress, the majority of these suits have been filed in a single State, 
California. I suggest that California will not allow California-based 
companies to be persecuted by fidvolous lawsuits. It is also difficult 
to beUeve that Silicon Valley issuers do not have as much influence 
in Sacramento as they do here in Washington. 

CaUfomia law, moreover, shows no signs of bending over back- 
ward to accommodate fiivolous lawsuits. Last week I visited the 
Web page of Wilson Sonsini, the law firm that defends many of 
these suits. I found an article by Boris Feldman, sitting next to me 
here today, in which he states that, *Tn my opinion, plaintiffs' State 
court gambit has been a failure and is over." 

I tlunk he was right. Perhaps more important, memoranda ap- 
pearing on the same Web page suggest that Wilson Sonsini is ad- 
vising its clients to use the Federal safe harbor for forward-looking 
statements, even though there is no parallel under California law. 
A recent study conducted by professors firom Stanford and the Uni- 
versity of Michigan also confirms that there has apparently been 
a significant increase in such forecasts following the Reform Act. 

Tlie interests of investors and issuers are balanced under Califor- 
nia law, and if California law is found to favor one or the other, 
there are mechanisms available in California to correct this. There 
is simply no need for Congress, which has embraced federalism in 
a wide array of areas, including health care and welfare, to pre- 
empt State law when it comes to securities firaud. 

Now let us turn to fraud and compensating the victims of firaud. 
In 1933 and 1934, Congress enacted express private rights of action 
in several parts of the securities laws, but nowhere did Congress 
create an express private right of action under the general anti- 
firaud statute. Section 10(b) of the 1934 Act. Congress expressly 
stated at the time, however, that remedies under State law would 
remain intact. 

Since then, Federal courts have implied some, very limited, pri- 
vate rights of action under Section 10(b). However, a Federal plain- 
tiff may not sue an aider and abetter of securities firaud under 
Section 10(b). She also may not sue if she was defirauded more than 
3 years ago. Longer statutes of limitation under State law do not 
apply in Federal court. 

Many of these restrictions have been shaped by the Supreme 
Court's hostility to a cause of action that was never expressly be- 
stowed in the statute by Congress, and by the Court's knowledge 
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that defrauded investors denied access to Federal court could al- 
wajTS go to State court. 

Furthermore, some Members of Congress that passed the 1995 
Act knew and explicitly pointed out that any possible harm to in- 
vestors caused by that Act would be in part made up for by the fact 
that State causes of action remained intact. 

In short, plaintiffs' right to sue in Federal court for securities 
fraud is anything but safe and secure, and as the Federal private 
right of action continues to grow increasingly limited, State law has 
an invaluable role in the Federal system. 

Mr. Chairman, I ask that the Members of the Committee give 
federalism a chance before rushing to the conclusion that preemp- 
tion is required. 

OPENING STATEMENT OF MICHAEL IL MORRIS 

VICE PRESIDENT AND GENERAL COUNSEL 

SUN MICROSYSTEMS, INC. 

Mr. Morris. We at Sun Microsystems very much appreciate Con- 
gress' action in 1995 in passing the Reform Act. 

I am privileged to represent one of Silicon Valle/s greatest suc- 
cess stories. This monm, Sun Microsystems, Inc. will have been a 
imblic company now for 12 years. We had one quarter in whidi we 
ost money. In that quarter, or shortly thereafter, we were sued by 
five different sets of plaintiffs. We comforted ourselves with the 
thou^t that we weren't alone, that every major company has gone 
through this before, including such malefactors of great wealm as 
Hewlett-Packard and Intel. 

We felt that we were in fairly good company, and in a sense it 
was a rite of passage, I suppose, for Sun Microsystems. But that 
didn't make it particularly pleasant. We view S. 1260 as an oppor- 
tunity to complete unfinished business. One of the most important 
provisions of the 1995 Act, in our judgment, was the safe harbor 
provision. But the safe harbor provision can only be effective and 
work as intended if it is a safe harbor. Liability to be sued in every 
one of the 50 States under circumstances where the safe harbor 
would apply at the Federal level, will and does largely vitiate the 
intended purpose of the safe harbor. Namely, more comprehensive, 
forward-looking disclosures. 

In one sense, circumstances today, because of our liability to be 
sued in any one of the 50 States, are pretty much what they were 
pre-1995, pre-Reform Act. Any one such case, wherever brought, or 
even the threat of it, does and will continue to deter such disclo- 
sures because, with tiie way in which theoretical damages are cal- 
culated, every suit is potentially material, even for a company the 
size of Sun Microsystems. 

For many firms, they are truly **bet the company" propositions. 
That's why these cases are almost never tried. If they get past a 
summary judgment motion, they are almost always settled. 

Responsible boards of directors, company officials, and general 
counsel, such as myself, take all of these things into account. I 
know it is my judgment, my recommendation to my board, which 
has thus far been followed, that we should be very careful about 
expanding the scope of our forward-looking disclosures imtil we un- 
derstand that the Federal safe harbor provision is a true safe har- 
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bor, and that we're not liable under a lower pleading standard in 
any one of these States. 

Thafs not true todav. We hope, with the passage of this legisla- 
tion, that will in fact be true. I believe the advice that people like 
me give boards of directors will change if that happens. 

Thank you. 

Seaiator Gramm. Thank you. 

Ms. Rouleau. 

OPENING STATEMENT OF MARY ROULEAU 

LEGISLATIVE DIRECTOR 

CONSUMER FEDERATION OF AMERICA 

ON BEHALF OF THE 

CONSUMER FEDERATION OF AMERICA [CFA] 

Ms. Rouleau. I am Mary Rouleau, Legislative Director for Con- 
sumer Federation of America. CFA has a longstanding interest and 
involvement in investor protection issues. I thank you for this op- 

B>rtunity to present our views on S. 1260, the Securities Litigation 
niform Standards Act. 

CFA opposed this bill on the grounds that it would impose Fed- 
eral standards, without even knowing what those standards are. 
When Congress passed the Private Securities Litigation Reform Act 
of 1995 (PSLRA), the goal was to exact sweeping changes in Fed- 
eral lawyering of securities fraud lawsuits. 

With only 2 years of experience with the Reform Act, none of its 
key provisions have been defined by the courts. More importantly, 
we simply do not yet know whether private investors wul be able 
to recover their losses under its more obscure provisions. 

In our view, it would be irresponsible for Congress to slam the 
door to State courts without first knowing whether the Federal law 
offers fraud victims a reasonable chance of recovery. This is par- 
ticularly true when you consider just how controversial the Federal 
law is. As you may recaU, the PSLRA was adopted over the strong 
objection of SEC and State securities regulators. 

These ofEicials, with responsibility for maintaining the integrity 
of our Nation's financial markets, stated repeatedly that^-in addi- 
tion to expressing concern over the potential harm to the defrauded 
investor — ^they predicted the law could actually imdermine market 
integrity by eliminating private lawsuits as an important supple- 
ment to their own enforcement efforts. 

It is not surprising then that the SEC has repeatedly cautioned 
that the passage of State preemption legislation at this time would 
be premature. The good news for the Committee is that there is no 
ne^ to rush. Ilie original preemption legislation was based on the 
fear that plaintiffs' attorneys were circumventing the provisions of 
the PSLRA by filing lawsuits in State court. The rise in the num- 
ber of State court mings in 1996 supported that contention. All of 
the recent evidence, however, indicates that this was just a tem- 
porary aberration, and that the number of securities fraud class ac- 
tion lawsuits filed in State court is now at or below 1995 levels. 

Just last month, for example. Price Waterhouse released a study 
showing that the number of cases filed in State court had dropped 
more than 30 percent, from 66 in 1996 to 44 in 1997. Furthermore, 
new data from the SEC indicates that the number of cases filed in 
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both State and Federal court has also dropped dramatically, by 
about 35 percent, to just 20 in 1997. 

The supposed harm to investors that proponents argue justifies 
immediate passage of this legislation is that investors are being de- 
nied valuable forward-looking information because of the threat of 
State lawsuits. 

It is not clear that this is true, however. A study just issued last 
month by professors firom Stanford University and the University 
of Michigan found that companies are providing forward-lookine in- 
formation more frequently, and in greater detcol, than they didf be- 
fore the passage of the PSLRA. The study also notes, however, that 
the accuracy of those projections had diminished somewhat in the 
wake of the safe harbor provision. 

This raises important questions regarding the value of forward- 
looking statements imder the best of circxmistances. The high-tech 
industry representatives who testified before this Subcommittee in 
earlier hearings acknowledged that it is extremely dif&cult, if not 
impossible, to provide reliable projections about a company's fiiture 
performance. 

Given that the primary purpose of providing this information is 
to attract capital in a highly competitive market, the temptation to 

Eaint a somewhat rosier picture than what the facts justify must 
e enormous. It is a smaJl wonder, then, that not long ago, forward- 
looking statements were actually prohibited on the grounds that 
they were inherently misleading and subject to manipulation. 

Now, however, the Federal law provides a safe harbor, not only 
for unintentional errors, as the proponents of this legislation would 
like to maintain, but also for statements made wim reckless dis- 
regard for the trutli, as long as they are accompanied by cautionary 
statements. This is a radical experiment to provide information of 
questionable value. It is hard to see how investors will benefit firom 
an increase in forward-looking information if they cannot rely on 
that information as accurate. Certainly, the safe harbor does not 
offer benefits of such imquestioned value that it justified a broad 
preemption of State court remedies before the fiill impact of the 
Federal law is known. 

Finally, the argument has been made that, simply as a matter 
of policy, we should have imiform national standards for class ac- 
tion lawsuits involving securities traded on a national exchange. 
That* s certainly a reasonable issue for this body to consider. But 
even if you firmly believe that national standards are warranted, 
it is a giant leap to conclude that this legislation offers the best 
means of achieving that result, especially since we still don't know 
exactly what the Federal standards are. At the very least, there 
should be public debate over what Federal standards should be. 

While we do not believe that any legislation is warranted at this 
time, if Congress insists on moving forward, we believe the follow- 
ing provisions are essential to restore some measure of balance to 
the Federal law. It should ensure that lawsuits based on reckless 
misconduct will be allowed to go forward under Federal law. It 
should lengthen the statute of limitations to ensure that those who 
perpetrate a firaud do not escape UabiUty by simply keeping their 
fraud hidden for 3 years. It should also reestablisn fiiU civil Uabil- 
ity for those who aid and abet firaud. 
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Again, Mr. Chairman, I want to thank you for this opportunity 
to appear on behalf of the Consumer Federation of America. 
Senator Gramm. Thank you. 
Mr. Weatherly. 

OPENING STATEMENT OF J. HARRY WEATHERLY, JR. 

DIRECTOR OF FINANCE 

MECKLENBURG COUNTY, NORTH CAROLINA 

ON BEHALF OF THE 

GOVERNMENT FINANCE OFFICERS ASSOCIATION [GFOA] 

Mr. Weatherly. Thank you, Mr. Chairman. Fm pleased to be 
here this afternoon to discuss with the Subcommittee this proposal 
to extend the application of the Private Securities Litigation Re- 
form Act. I am tne Director of Finance for Mecklenburg County, 
North Carolina, and I am testifying today on behalf of the Govern- 
ment Finance OfScers Association. 

State and local governments participate in the securities markets 
both as investors of pension funds and temporary cash balances, 
and as issuers of mimicipal debt. They are both potential plaintiffs, 
and potential defendants. They therefore have a vital interest in a 
fair litigation system. They need to preserve well-estabUshed inves- 
tor rights, as well as protect themselves from unwarranted and ex- 
pensive litigation. Perhaps more than any other party involved in 
the debate over the securities Uti^ation, the GFOA has an interest 
in assuring that the system is fair to all. State and local govern- 
ment officials represent the same constituents that the Members of 
this distinguished Subcommittee represent. Like you, we want to 
ensure that taxpayer funds are protected. 

Investor protection includes an assurance of meaningful access to 
the judicial system, to provide the victims of securities fraud with 
effective remedies against those who violate securities laws or their 
common law fiduciary responsibilities. The soaring stock market, 
while providing opportunities for investors, also provides opportuni- 
ties for those seeking to take advantage of those investors. 

There is a proliferation of proposals to privatize Social Security. 
Both public and private retirement plans are moving toward seUT- 
directed investments. We take particular note. Senator, of the over 
2,300 State and local government employee retirement systems in 
the United States which have, on behalf of over 16.5 million mem- 
bers, invested approximately 60 percent of their total fund assets, 
or about $1.2 triluon, in stock. 

The Private Securities Litigation Reform Act of 1995 (PSLRA) 
was opposed by many State and local government organizations, in- 
cluding the GFOA, despite our support for a reduction in frivolous 
lawsuits. We were greatly concerned that the new law would be 
detrimental to those lawsuits that had merit as well, because the 
Act did not strike an appropriate balance between the rights of in- 
vestors in its stated objective of reducing frivolous lawsuits. Ilie 
PSLRA severely limits the ability of investors, including State and 
local governments, to pursue securities claims against wrongdoers 
in Federal court. 

There is growing concern among the leadership of State and local 
governments about Federal preemption of historic and essential 
State and local responsibilities and authority. Federal preemption 
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has the potential to interfere with some of the most fundamental 
duties of State and local governments. Traditionally, the enforce- 
ment of securities laws has been one of a number of areas in which 
Federal and State governments have shared responsibility. 

Even when Congress made sweeping changes to investor protec- 
tion laws through the PSLRA, it wisely left to each State the deci- 
sion of how best to protect its own citizens under State anti-fraud 
laws. Many in Congress who are favoring devolution of responsibil- 
ities to the States, would now Umit State sovereignty by mandating 
what types of cases the States may allow in their own courts, ana 
how then: residents and taxpayers will be protected from securities 
fraud. This represents a very dramatic departure from the concept 
of federaUsm. 

State and local governments are concerned about the effects pre- 
emption legislation would have on our own investments, particu- 
larly those of our pubUc pension funds. Unlike general government 
entities, pension funds are permitted to invest Erectly in stocks. 

If a defrauded public pension fund is imable to recover its losses, 
a government is legally obligated, to its members, to make up for 
those losses. This means that the inabiUty of a pubUc pension fund 
or a State or local government to pursue legitimate claims, and re- 
cover damages, could lead to higher taxes, the inability to provide 
needed government services, severe damage to credit ratings, and 
a consequent higher cost of borrowing money to fund capital or op- 
erating expenses. 

In conclusion, Mr. Chairman, the GFOA urges Congress to be 
wary of any legislation that would preempt States in the exercise 
of their traditional and necessary State function. There has been 
no final judicial interpretation of any of the key provisions of the 
PSLRA. Tampering with State anti-fraud authority would place at 
risk the savings and investments of millions of Americans. Con- 
gress should continue to allow the States to protect their pubUc cof- 
fers, and their citizens, through their own securities laws. 

The GFOA urges Congress to heed the cautious approach taken 
by the SEC; that is, it is premature to make additional changes 
when the full effects of the PSLRA are yet to be determined. 

On behalf of the Government Finance Officers Association, thank 
you again for this opportunity to testify before the Subcommittee 
today. 

Senator Gramm. Thank you. 

Mr. Olson. 

OPENING STATEMENT OF JOHN F. OLSON 
GIBSON, DUNN & CRUTCHER, WASHINGTON, DC 

Mr. Olson. Thank you very much, Mr. Chairman. I appreciate 
the opportunity to appear again before the Subcommittee. Although 
I serve on the American Bar Association's Task Force on Securities 
Litigation Reform, I am appearing today in my personal capacity, 
not representing the ABA. The ABA has not taken a position one 
way or the other on this legislation. 

I have practiced corporate and securities law for about 34 years. 
I have been Chairman of the ABA's Committee on Federal Regu- 
lation of Securities. Currently, I am serving on the Committee on 
Corporate Laws, which writes the Model Business Corporation Act, 
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and amends it periodically. That is the model statute which most 
States follow in writing their own corporate laws. 

I have served on the Legal Advisory Committee of the New York 
Stock Exchange, and have chaired the Corporate Governance Sub- 
committee there. I have also served on the Le^al Advisory Board 
for the National Association of Securities Dealers, which advises 
them on securities issues. 

Probably more relevant for your purposes today, I regularly coun- 
sel pubUc companies on their disclosure obUgations, and have been 
doing that for about three decades. 

AlM)ut 2 years ago, Congress enacted the Private Securities Liti- 
gation Reform Act. I was nonored at the time the statute was pro- 
posed to be asked by members of your staff, including now-SEC 
Commissioner Laura Unger, to provide technical advice on several 
provisions of that bill, including the safe harbor provisions and the 
pleading standards. I might note in passing that, contrary to some 
of the earUer testimony, the SEC itself endorsed the sadfe harbor 
provisions in that bill which continued a tradition that began about 
30 years ago with the Wheat Report and later the Al Sommer Dis- 
closure Report, where the SEC itself made a poUcy decision that, 
despite the risks of uncertainty, it is important for investors to 
have access to the same kind of forward-looking information that 
analysts and management have access to as they make decisions 
about the future of our great national corporations. 

Since enactment of the Reform Act, I have been observing its im- 
pact with great interest, and I have been counseling clients about 
what its impact is and helping them make disclosure decisions. In 
particular, I have been counseling them about the safe harbor. 

In general, I beUeve the Reform Act has been a success. It has 
not closed the courthouse door to fraud claims, but it has cut down 
on frivolous claims and on 'Ashing expeditions" of expensive and 
time-consuming discovery that often occurred before a court had 
ever tested the adequacy of the pleadings in a case. That doesn't 
hempen in the Federal courts anymore. 

The average amounts of settlements have actually increased a 
bit, which I think indicates that meritorious cases are going for- 
ward, and the ones that lack merit are getting dismissed at an 
early stage. I think we are all better off from that. 

In my written testimony, I offer some observations on some of 
the studies that have been published recently. There is a new Price 
Waterhouse study that just came out Friday, which is somewhat 
different from the conclusions given earlier. But I won't take up 
your time with that at the moment. 

Despite its general success, one crucial goal of the Reform Act 
has not been achieved. Because the plaintiffs' bar has been able to 
channel more Utigation into State courts, and Mr. Feldman gave 
some recent examples of that, there is a real danger that the Re- 
form Act's purposes will be defeated. 

Because of efforts to change State law, to lower standards even 
fruther, such as Proposition 211 in California, businessmen and 
women who are making decisions about disclosure are imcertain of 
the standards that are going to be appUed. This phenomenon has 
been noted by many observers, inclumng one of the most knowl- 
edgeable, former SEC Commissioner Steven Wallman, who, I might 
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add, was a Democratic member of the Commission. I have noted 
tlie chilling prospect of being faced with multiple and inconsistent 
State standards, and a free-ranging choice of forums for plaintiffs' 
lawyers. These are probably the most important reasons why we 
have not yet experienced all of the benefits that this Congress in- 
tended with the safe harbor. 

The companies I counsel are genuinely concerned about the un- 
certainty, and the cost, of being exposed to multiple and different 
standards at the State level when considering whether to make ad- 
ditional forward-looking information available to the marketplace. 

Based on that experience, I strongly support the Uniform Stand- 
ards bill you are considering. I think it is a moderate, thoughtful 
piece of legislation. Contrary to some of the things you have heard 
and which have been stated in the press, it has no impact on the 
small-cap, or micro-cap market. It doesn't apply. It also has no im- 
pact on efforts to detect and enforce against Internet fraud. 

It applies only to class actions brought against companies whose 
securities are traded on our msgor nationsd securities markets. It 
has no impact on the power of the SEC, the Justice Department, 
the State Commissioners, or SRO's to police fraud. In fact, the Cali- 
fornia Commissioner has endorsed the bill. 

It has no impact on the great majority of cases that are brought 
under State law today, and that were brought imder State law be- 
fore the 1995 Act. It doesn't affect derivative actions, it doesn't af- 
fect face-to-face fraud. It doesn't affect breach of the duty of loyalty 
or breach of the duty of care actions — ^it has no impact at all. 

Rather, the bill focuses on securities traded on our tluree mi^or 
national markets, and any other markets that the SEC certifies are 
major national markets. This makes perfect sense. As Congress de- 
termined in the Reform Act in 1995, and in the National Seciuities 
Markets Improvement Act last year, the fraud standards for these 
large, national markets should be imiform Federal standards, not 
a balkanized confusion of as many as 50 different State rules. In 
fact, it borrows the covered securities standard firom the Improve- 
ment Act, and incorporates it in this new bill. 

There is one area, however, where I think there is a potential 
problem. I agree with the SEC and some other commenters that 
the bill needs to have some additional language added, so that it 
does not preempt class action suits which allege a State law breach 
of fiduciary duty when the corporation is making disclosure to its 
shareholders, seeking their approval of some corporate action. The 
ABA Task Force, of which I am a member, has been working with 
SEC General Counsel Dick Walker, his very able staff, and some 
distinguished legal scholars in Delaware, including former Chan- 
cellor Allen, to address this issue. 

I am happy to say that we have reached what I think is a con- 
sensus on an approach we can recommend to the Committee, which 
would expressly preserve those class actions and that important 
area of heightened State fiduciary duty to make full disclosure to 
shareholders when you are asking the shareholders to take cor- 
porate action. This change wiU not disturb the general Federal 
standard that is available, and will provide imiformity when we're 
talking about disclosures to the marketplace. 
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I would be happy to answer questions about my thoughts on that 
during the question period. 

Witib that change, which I believe the SEC and the ABA will be 
prepared to endorse shortly, I beUeve the bill deserves your sup- 
port. I enthusiastically recommend that you approve it. 

Tliank you very much. 

Senator Gramm. Thank you, Mr. Olson. And let me say to each 
member of the panel that we would very much like to have any 
specific suggestions you have as to how the bill might be improved. 
If you could send us the proposed modification you were talking 
about, and the logic of it, we would certainly look at and consider 
Hiat modification. 

Let me also thank you, Mr. Olson, for outlining the things that 
the bill does not do. Fm sure each of you knows, in practicing law 
or advocating, that one of your biggest problems in debating any- 
thing is the effort of those who are either for or against something 
to confiise the issue. 

Rarely a day goes by that I don't get letters about the bill doing 
somethmg which it clearly does not do. You can always tell when 
vested interests are involved in a debate: The last thmg on earth 
they want to do is talk about the issue itself. 

I want to pose a few questions. I know firom listening to each of 
your testimonies how you stand on the new bill. But I would like 
to be sure that I imderstand how you, or the group you represent, 
stood on the old bill, the 1995 bill. 

I will go down the panel and ask: Were you against it? Were you 
for it? Were you indifferent about it, or what? 

Mr. Feldman. Senator Gramm, Fm here groupless, so I cannot 
speak for any group. But I was a strong proponent of the bill. 

Mr. Painter. The same for me. Senator Gramm. I am speaking 
only for myself. I was in favor of some parts of the 1995 Act such 
as the hei^tened Rule 11 scrutiny. 

I was concerned about the safe harbor possibly becoming a U- 
cense to he, although since then I have seen that there have been 
some constructive disclosures under the safe harbor. But I had res- 
ervations on that point back in 1995. I was also particularly con- 
cerned about the pleading requirements at the time, and that the 
pleading requirements would put a plaintiff in a situation where 
they would have to plead particularized facts before they would 
have access to the information, the discovery, they needed to back 
up their claim for firaud. 

I would say I was 50/50 on the 1995 Act, depending on the part 
of the Act you are talking about. 

Mr. Morris. Sim Microsystems strongly supported the 1995 Act. 
We were concerned about the possibility of a flood of cases in the 
States, when the safe harbor rule came into effect at the Federal 
level. But we behoved the 1995 Act was certainly an advancement. 

We have seen enough now to beheve that our concern about the 
adequacy of the safe harbor provision had some basis in fact. That's 
why I said, during my oral remarks, that we think the current leg- 
islation is an opportunity to plead unfinished business. 

Ms. Rouleau. It's my understanding that we opposed the 1995 
bill, Mr. Chairman. 
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Mr. Weatherly. Mr. Chairman, the Government Finance Offi- 
cers Association opposed the bill. 

Mr. Olson. Mr. Chairman, I personally favored the bill in 1995. 
At that time, I also represented the Business Roundtable, which fa- 
vored the bill. They are not in a position to take a position at this 
time on tiie new bill, but they did favor it at that time. 

I might say, although I personally favored the bill, I received a 
fair amount of flack from some of my Utigating partners, who ac- 
cused me of reducing their income stream to the extent the reduc- 
tion in frivolous htigation has brought them fewer cases to defend. 

Senator Gramm. They didn't kick you out of the law firm, I see. 

Mr. Olson. Not yet. I have Ted Olson to defend me, so Fm in 
good shape. 

Senator Gramm. We have had several people refer to the Price 
Waterhouse study. I have the Exhibit A, as tliey call it, from that. 
Let me review the nimibers quickly, because they don't give me the 
feeling of confidence that they apparently produce in others. 

If you look at the nimiber of State cases from 1991 to 1995, and 
then look at tlie number of State cases from 1996 and 1997, it is 
true that in 1996 there was a 355 percent increase in the nimiber 
of State cases. But in 1997, though the nimiber fell off, it is still 
150 percent above the average from 1991 to 1995. Setting aside the 
355 percent increase in 1996, I still beUeve a 150 percent increase 
under almost any statistical measure is a significant change. 

I would like to give each person an opportunity to respond as to 
why we shouldn't be concerned, even with a lower nimiber in 1997, 
witii a 150 percent increase in the number of cases being brought 
in State court? 

Mr. Feldman. Mr. Chairman, I beUeve your statistical analysis 
is quite compelling. These cases have gone in waves. Immediately 
afl;er Congress enacted the Reform Act over the President's veto, 
there were very few Federal cases filed. Then, there was a rush to 
State court. There have been ebbs and flows along the way. 

In December and January, plaintiffs were back in State court 
fiill-time. It's hard to predict what motivates people tactically to 
sue in one form in a given time, or to hold off. But I think if one 
were to do a trend analysis, and look at the last several months, 
one could not conclude that the State cases have gone away. 

There used to be periods when they eased up. I agree, the num- 
bers are quite compelling. I think even beyond that, if you were the 
chief executive officer for a pubUc company, and the investment 
community or your major institutional shareholders were saying, 
''CEO Gramm, we would like you to give us some guidance about 
where you see the rest of the year going,** I think your lawyers 
would be saying to you, '^you're in great shape in Federal court. As 
long as you do it the right way, you can't get sued if you happen 
to guess wrong. But in State court, you're on your own, and the 
plaintiffs will take the position that you have no safe harbor." I 
think many prudent CEO's are saying, "I'm not taking the risk." 

Mr. Painter. Mr. Chairman, in the Price Waterhouse study, at 
least in the version I have here, it says that in 1994 there were 
sixty-seven suits in State court; in 1995 fifty-two; in 1996 sixty-two; 
and then in 1997 down to forty-four. 
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Senator Gramm. Do you have the new one that was just out last 
week? The problem is that the original study was misinterpreted 
because it didn't distinguish parallel actions in State court. It failed 
to take into accoimt duplicate applications. The authors have now 
clarified that the people who drew certain conclusions firom their 
study were incorrect because they didn't understand the data. 

Mt. Olson. The Senator is exactly correct in his analysis. Daniel 
Dooley, who is a statistician at Price Waterhouse and the principal 
author of the study, has clarified the study. 

In fact, the study provides a clear indication that there has been 
a significant increase in State court litigation since the Reform Act. 
To add to their arguments, as lawyers tend to do, as you observed 
earlier, some plaintiffs' lawyers neglected to notice tiie fact that 
the study counted defendants and not cases, and therefore did not 
look at tibe parallel cases which were brought against the same de- 
fendant. Once that is done, you get the increase you have noted, 
which is very significant. 

Senator Gramm. One of the things I have always tried to teach 
my children is, never argue about facts. Argue about what they 
mean. I believe the difference is, Mr. Painter, we have the final 
study that just came out last week. I think you are using data firom 
an earlier study. Let me put that question on hold and hand this 
out to everybody. I will come right back to you when I do. 

Mr. Weatherly, I appreciate your testimony and your practical 
experience. 

Is there any limit on ability to sue? What about the costs that 
are imposed on your investors by the fact that companies see their 
ability to gather capital curtailed by abusive lawsuits? 

It seems to me, from your point of view, that it's hard to measure 
and report to your members the impact of less efficiency, higher 
costs, and lower economic performance, but very easy if you make 
a bad investment — ^file a lawsuit about it. 

I would like to get your thoughts on the trade-off between the 
ability to sue, as part of a class action suit, and the impact of suits 
on the earnings of your investors. It's two types of cost, and I would 
like to get your thoughts about that. 

Mr. Weatherly. Let me try to break down the question if I can. 

I do have some sensitivity to the companies, as you indicated. 
But I think if the fimds come to us as public fiinds, I must guard 
them. If they are for my employees making those investments, I 
have to do everything reasonable, prudent in my powers to safe- 
guard those earnings, and not lose any of those earnings. 

If someone gives me a dollar, I must preserve that dollar, that's 
the important thing in my job when I have to do investments. How 
do I weigh the two? I'm going to be real honest. I do not know right 
now. I think my idea of what the scales are is that I need to pre- 
serve those dollars, not earnings powers for my employees or the 
government as it is. 

We have been very fortunate. I will be very candid. We have not 
had a big problem with securities fraud. There have been several 
minor instances, and we have been able to deal with them very ef- 
fectively though the State court system. 
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Personally, in Mecklenburg County, we have not had to use that 
system. I am speaking more from the finance profession than from 
my own personal experience. 

To weigh that cost, I think, again, I would go back to the doctrine 
that I have to preserve those pubUc dollars. I have to look out for 
&ose who actually have the ownership of those dollars, if ifs pen- 
sion, my employees, the taxpayers, and try to preserve that. For 
those that are clear fraudulent situations, hopefully I have an easy 
avenue to make a recovery. 

You asked about what would happen if I have made a mistake 
in my investment, or in my interpretation. I think that falls on my 
shoulders as a pubUc finance ofEicial. I'm not contending that, if I 
misinterpret something, I should be able to sue someone for my 
mistake, or for my stupidity, as it might be. I'm looking for clear 
fraudulent statements, or whatever occurred that allowed me to 
make that investment, in order to be able to rectify that as quickly 
as possible. 

Senator Gramm. We have now handed out this new letter that 
Chairman I^Amato received from Price Waterhouse, along with the 
summary of data. I believe the nimibers I used are correct, that 
when you coimt all of the equivalent cases they conclude that, as 
compared to the baseline of 1991 through 1995, the 1996 cases filed 
in State court exploded about 355 percent. But even in 1997, while 
they fell ofT from 1996, they are still 150 percent above the baseline 
of 1991 through 1995. 

I wanted to repeat my point: If you think of potential lawsuits 
as black marbles in a glass, along with white marbles, that if you 
take a lot of them out in 1996 to go into court with them, that is 
sampling without replacement. They are no longer there. The nimi- 
ber that are available in 1997 would be lower. 

The point I'm making is, the massive size of 1996 would have 
been expected to have lowered the number in 1997. But, still, the 
1997 nimiber is 50 percent bigger than the average over the pre- 
vious 5 years. 

We are asking the question: Is this a real problem or is it in the 

Erocess of going away? I don't know, quite frankly, that Fm moved 
y the numbers one way or the other. 

I think that, for the people who are trying to use this nimiber, 
and saying, **Well, it's only up 50 percent in 1997," up by 50 per- 
cent is a very substantial increase. 

I had stopped on you, Mr. Painter. We have already heard from 
Mr. Olson, so let me continue with you and the others. 

Mr. Painter. I guess you are going down the totals here, which 
are 12 in 1992, 21 in 1994, 12 in 1995, 71 in 1996, and 39 in 1997. 
Between the 1994 number and the 1997 nimiber, there does appear 
to be an increase of 18. This letter here is dated February 20, 1998. 
I have not had an opportunity to see this nimiber, or this letter, 
before I came to this hearing. 

I was looking at this other study put out by Price Waterhouse, 
an accounting firm. And many accounting firms, as you know, Mr. 
Chairman, are named as defendants in these suits. Yet I still want 
to rely on the Price Waterhouse data, and take a closer look at ex- 
actly what they're doing in this new study. 
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And yes, from this, jiist glancing at it, there appears to be an in- 
crease. But there's been, between the 71 cases in 1996, and the 39 
cases in 1997, a very sharp — ^it appears to be a quite sharp— drop, 
and we don't know which way thars going in the future. 

Boris Feldman, sitting next to me, in this article on the Wilson 
Sonsini Web page, said that plaintiffs' State court gambit is over, 
and gave some very convincing reasons why. I think there are a lot 
of different versions of the facts out there on this, and we need 
to take the time to find out what the facts are before we pass tius 
le^slation. 

Furthermore, the issue isn't how many suits are out there; if s 
how many suits are out there that are frivolous. There has been 
an explosion in the capital markets. A lot more companies are out 
there. What is the ratio of suits to IPO's? I would think that is 
something worth taking a look at. 

There may be more lawsuits, but there also may be more fraud 
out there, that's what we don't know, Mr. Chairman. I think we 
should find out before we go and say that State laws, which pre- 
existed the Federal laws, ought to be preempted. 

Senator Gramm. Mr. Morris. 

Mr. Morris. I guess in one sense I agree with Mr. Painter, in 
that it does seem to me that statistics of this type can probably be 
used to prove just about any of the propositions. There may be any 
nimiber of variables that explains this or that number. At some 
level, it seems to be that these things seem compelling, because we 
are talking about hard and fast data, or so it would appear. It gives 
people some comfort to do that. 

Tiie reason I believe they are irrelevant is it seems to me that 
logic and common sense would suggest that, if at the Federal level 

Elaintiffs' counsel can no longer file the kind of cases they used to 
ecause of the existence of the safe harbor, unless they voluntarily 
go out of business, not something I think they are very likely to 
do, they are going to file the suite someplace else. They are going 
to file tiiem in State court. 

The important point from the point of view of a company like 
Sun Microsystems and our board of directors is that such cases can 
be brought at the State level. We are not dealing with a single, 
national standard, but rather 51 standards, the national standard 
and the standards that apply in all of the 50 States. It's the pros- 
pect that we may be sued under some lower standard in any one 
of the 50 States that affects our decision about what kind of disclo- 
sures to make. 

The purpose of the safe harbor is to encourage more comprehen- 
sive disclosures. That purpose is not being served today. In some 
sense, as I say, what these numbers prove over any given period 
is largely irrelevant. The advice I and people like me are going to 
give to our boards of directors, as long as we have this multiplicity 
of standards, is to be very cautious about what we disclose. 

If we think that comprehensive disclosinre is a good thing for the 
markets — I think there's general agreement that it is — ^it seems to 
me a national standard is something we have to support. 

Ms. Rouleau. Echoing a couple of Mr. Painter's comments, first, 
it's not an issue of numbers. It's the quality of the loss. In other 
words, does it have merit, is the issue. 
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Second, the trend is up and down, and I think it reinforces the 
point that I made at the outset, Mr. Chairman, which is if s too 
early to tell what the impact of the 1995 Act is. 

Mr. Weatherly. I would just echo a httle bit of what was said 
here. We have two sets of facts, if you will. If they are changing 
for whatever reason, maybe that uncertainty is clearer than what 
we thought it was in the same report from the same company. 

Maybe it is too early to change anything until we can let them 
sort it all out, see what's behind the numbers, regardless of which 
way they go. 

Senator Gramm. Let me make a point before we end the hearing. 

I want to give everybody an opportunity to respond to anything 
anyone else has said. First of all, let me thank each of you for your 
input. I'm sorry that we don't have more people here. I wanted to 
get on with this hearing, so we could have the opportunity to begin 
to debate this issue. 

Let me make this point, and then throw it over to each of you 
so you can give us a closing point. 

President Clinton's veto nas been overridden only once. It was on 
our bill, the Private Securities Litigation Reform Act of 1995. Over- 
riding a President's veto is very difficult. First, it requires that you 
get 67 votes. 

Second, it requires that you induce those who are in the Presi- 
dent's party to cast a vote to override, which is poUtically harmful 
to the President. 

Needless to say, when the ratios in the Senate are as close as 
they are today, 55 to 45, it is not often the President's veto is over- 
ridden. It tells you something about the mindset of Congress. 

The mindset of Congress is based on looking at this whole area, 
and reading about suite. Mr. Feldman, you talked about some of 
those suite today. The mindset of Congress on a bipartisan basis 
is that this whole area of securities Utigation has become an im- 
pediment to economic performance and efficiency. It has hurt every 
investor. It is outrageous, the kind of lawsuite that end up clogging 
the courte, that end up inducing people to settle in order to end the 
process. 

That, rightly or wrongly, is the general mindset of this Congress. 
We have a msgority of ti^e Banking Committee who will be back for 
this. My guess is tliat the new bill is going to pass the Senate, and 
maybe the House. We will see. 

I wanted to give each of you an opportunity to respond to that, 
or to any other point anyone raised, before we finish here today. 
Mr. Feldman, let me begin with you. 

Mr. Feldman. Mr. Chairman, thank you again for inviting me 
here. It pains me to see a representative of government financial 
officers and a consumer federation oppose a bill like this, because 
over the years there has developed this aUiance between ^e plain- 
tiffs' bar and certain public interest groups as if these high-tech 
companies or other businesses are the enemy, and are crooks, and 
that it's only the plaintiffs' lawyers who will protect the investors 
of America. The notion, in particular, that Stete lawsuite are neces- 
sary to protect widows and orphans, or a government pension fund, 
against fraud. 



Digitized by 



Google 



18 

As you know, Mr. Chairman, because you helped draft the safe 
harbor, it does not apply to companies' financial statements. Those 
companies tiiat do cook the books, get sued in Federal court, and 
they get brought to justice. 

lliat is not what these State court lawsuits are about. These 
State court lawsuits are for cases that wouldn't survive a motion 
to dismiss in Federal court. The plaintiffs' bar ratchets down to a 
different court system and hopes that they can keep the suit alive 
long enough there either to force a settlement or to find some doc- 
ument buried inside the company that they then can use to get 
aroimd the discovery stay in State court. To suggest that investor 
protection in the United States will be eUminated if you have to 
sue in Federal court — ^I think if s just not tenable. 

Senator Gramm. Mr. Painter. 

Mr. Painter. Mr. Chairman, I had a certain amoimt of enthusi- 
asm to see the Congress, the new Congress elected in 1994, come 
in, and this Congress in 1996. One of the messages that seemed 
clear from many of the new Congressmen and Senators elected at 
that time was that power would be returned to the States. That 
has happened in weUare, health care, and a great variety of areas. 
Why not securities? Why is securities law different? 

Under Section 10(b) of the 1934 Act, which is the Federal anti- 
fraud statute, people are bringing suits in Federal court, but tiiere 
is no express private right of action for securities fraud. Congress 
probably didn't intend in 1934 for there to be a private right of ac- 
tion imder Section 10(b), but the courts anyway developed an im- 
plied private right of action under the Act. 

However, you cannot sue aiders and abetters. You cannot sue if 
you did not yourself personally buy, or if you did not yourself per- 
sonally sell securities, imder tike Blue Chips Stamps case. We have 
what amounts to a weak private right of action for securities fraud 
in the Federal system, and that with a much scaled back statute 
of limitations. Much of this was done by the courts, and then in 
1995, Congress comes back in, and cuts back even further. 

The issue here is whether the States ought to combat securities 
fraud, as they did before the 1934 Act was even enacted. 

Now, we have seen a lot of statistics aroimd here. First, the Price 
Waterhouse study, then a letter 3 days ago saying something else. 
Mr. Feldman comes and gives testimony tiiat is very persuasive. It 
seems that he said something a little bit different, however, about 
State court suits on his Web page. And I think we ought to get the 
facts straight — ^to take the time to think this through — ^before we 
are going to say that the States no longer should have a role in en- 
forcing private rights of action, imder their statutes and common 
law, against securities fraud in their courts. 

And if Mr. Feldman wants to discuss what the difference is be- 
tween his article on Wilson Sonsini's Web page and anything he 
said here 

Senator Gramm. Well, Mr. Feldman is not on trial here. 

[Laughter.] 

But he seems like a pretty good attorney if he were on trial. 

Mr. Painter. An excellent attorney. 

Senator Gramm. But let's talk about the issue before us. 
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Mr. Morris. Mr. Chairman, it had not occurred to me until you 
just mentioned it, that this is the only case in which the Presi- 
dent's veto had been overturned by Congress. 

Senator Gramm. At least this President's. 

Mr. Morris. I think that's pretty compelling, a pretty compelling 
argument. I think the reason why that happened is, amon^ other 
thmss, vou will find that the entire congressional delegation in Sili- 
con valley was behind the legislation. 

What I think was finally brought home in the course of the de- 
bate over that measure was that the companies in Sihcon Valley, 
companies that are growing rapidly, companies that are creating 
jobs, exports, and new technologies, are run by c^ood guys, not bad 
guys; that the law is perfectly adequate, woula be peifectly ade- 

auate, and remains perfectly adequate, even after the passage of 
tie 1995 legislation, to deal with the really bad guys. 
We probably all know who they are. I can think of the names ofT 
the top of my head. Those people have not gotten away. But com- 

Sanies like mine, companies like Hewlett-Packard, companies like 
itel, will, we believe, no longer be subject if the safe harbor provi- 
sion stays at the Federal level and truly preempts lower standards 
at the State level. 

We will provide an opportunity for good companies, companies 
like mine, companies like Hewlett-Packard, companies like Intel, to 
be much more forthcoming with their public disclosures, benefiting 
the investing pubhc, without the fear that they and their officers 
and directors are going to be hit by a firivolous lawsuit. That, I 
think, was a message that got through to folks in 1995. That's why 
this bill has so much support now, and why I hope this current leg- 
islation will achieve similar support, where I think it's needed. 

Ms. Rouleau. I didn't participate in the 1995 debates on the leg- 
islation, Mr. Chairman, but it's my understanding that the purpose 
was to eliminate frivolous lawsuits. Now we're 2 years down the 
road. I have to ^o back to the principle made in my opening state- 
ment, which is, it's just too early. That is our bottomlme position. 

You will notice I didn't say when I was testifying that we are 
against a national uniform standard. I did not say that. But we are 
not comfortable with the track record to date under the PSLRA. 

Senator Gramm. Mr. Weatherly. 

Nbr. Weatherly. Mr. Chairman, again, I will repeat what I said 
earUer. The GFOA opposed the legislation primarily because of the 
concept of frivolous lawsuits. We don't like that concept. We would 
like to do away with those. 

I also did not say anything about a national standard or bench- 
marks or whatever. The Association has not taken a position on 
that. If there is to be such a national standard, then tiiat should 
be the subject of another debate. 

We know what has worked for us in the past. With this legisla- 
tion, I'm not sure we have seen enough time pass to see if it works, 
without making what is perceived to be a major change, and how 
we pubhc fimd people would deal with this changed legislation. 

Senator Gramm. Mr. Olson. 

Mr. Olson. Thank you very much, Mr. Chairman. I have noticed 
two themes here today firom those who would have you either not 
enact the legislation at all, or wait for another year or two. 
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One is to reargue the policy judgments that Congress made in 
1995. As you will observe, those were overwhelming and bipartisan 
in nature. I would suggest that there's nothing that has been sug- 
gested today, or in any other testimony that I have heard on the 
subject, or even in any public argument, which would suggest that 
those policy judgments were wrong. 

The second argument has been, wait until there is more data. 
Oddly enough, that very same argument was made in 1995. Con- 
gress had me good sense to move ahead then, and I believe you 
should have the good sense to move ahead now and complete the 
work that you began in 1995 by closing this loophole. 

It is hard for me, as somebody who nas studied and practiced the 
securities laws for 30 years, and who has counseled clients through 
that time, to explain to a client, such as a large company traded 
on the New York Stock Exchange, the Nasdaa, or the American Ex- 
change, why it is that we not only have to look at the standards 
of the Federal law, but also have to consider possible standards 
that might be imposed in States, as different in their background 
and in uieir judicial system and legislative traditions as Alabama, 
Texas, New Jersey, California, New York, and Wisconsin. 

Just by mentioning those names you can imagine the different 
standards one might have in the courts of those States. 

We are talking only about continuing the work that Congress has 
consistently pursued in 1995, 1996, and 1997, with the Reform Act 
and the NSMIA, and having a national standard for the premiere 
companies of America, those that are regularly traded on the na- 
tional markets, that file with the SEC on a regular basis, that are 
followed by analysts, and that are the companies who are unfairly 
victimized, and I think who have large nimiDers of shareholders. 

I asked Mr. Morris earher how many shareholders his company 
has. He said, something over 30,000 shareholders in every State of 
the Union. Can you imagine what his job must be like as he sits 
down with his investor relations people and his chief financial offi- 
cer to think about how tiiey're writing disclosures? If he not oi^y 
has to be familiar with the regulations of the Securities and Ex- 
change Commission, but before he is able to inform those 30,000 
shareholders of information they want to know about what Sun 
Microsystems expects it's going to do next quarter, or in the next 
6 months, he also has to wony about what the law is in Hawaii, 
Alaska, Nevada, and New Mexico? That is very hard to justify. 

Also, I have just one small anecdote. I worked for the New York 
Stock Exchange to try to attract more foreign listings to the United 
States. A few years ago, then-SEC Commissioner Ed Fleischman, 
I, and Dick Grasso, then the nimiber two person at the New York 
Stock Exchange, went to Amsterdam to talk to some chief executive 
officers of foreign companies. It was a day much like today. 

The one question we were asked over and over is, how can we 
subject ourselves to your crazy litigation system? We're going to 
come in there, and let's assimie we meet all of the American GAAP 
accounting standards, we're going to get sued in 40 or 50 States, 

Eotentially. We don't know what those standards are. This can't 
appen in Europe. 

This is a significant problem when we're dealing with national 
markets. Nobody is talking about not holding people's feet to the 



Digitized by 



Google 



21 

fire, in terms of good disclosure. As Mr. Feldman said, nobody is 
talking about allowing any kind of financial statement trsud to 
have an easier pass. 'Diaf s not the issue. The issue is, when we're 
coming to these areas of pleading standards and forward-looking 
disclosure for our great national companies, should we have one 
standard or 51 standards? 

When you look at the issue that way, I can't see a reasoned argu- 
ment against Congress finishing the job with this legislation. 

Thai& you very much. 

Senator Gramm. Let me say, first of all, this is a very excellent 
panel. I believe we have heard persuasive arguments firom both 
sides. I want to thank you all very much for coming. 

We stand a4joumed. 

[Whereupon, the hearing was adjourned.] 

[Prepared statements and additional material supphed for the 
record follow:] 
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PREPARED STATEMENT OF BORIS FELDMAN 

Wilson Sonsini Goodrich & Rosati, P.C, Palo Alto, Californu 
February 23, 1998 

Chairman Gramm, Senator Dodd, and Members of the Subcommittee, it ia an 
honor to appear before you today. Ab a securities lawyer who has represented doz- 
ens of high-tech and biotechnology companies in shareholder litigation, I wish to 
endorse S. 1260. The Gramm-Dodd bill is needed to plug a loophole in the Private 
Securities Litigation Reform Act of 1995 (the ''Reform Act ) created by parallel State 
court shareholder lawsuits.^ 

L Introduction 

I am a member of the law firm of Wilson Sonsini Goodrich & Rosati, P.C. We are 
located in Silicon Valley and number 450 law^rers. We are proud to represent some 
of the most innovative, successful companies in the Unitea States. Our clients in- 
clude leaders in computers (Apple, Dell, Hewlett-Packard, NEC Packard-Bell, Sun), 
semiconductors (Cypress, LSI Logic, Micron), disk drives (Quantum, Seagate), soft- 
ware (Autodesk, Netscape, Sybase), networking (3Com, Novell), aviation (Boeing), 
and biotechnology (C>enentech). We currently represent over 250 public companies. 
We also represent hundreds of start-ups that are working to become leaders of their 
industry sectors tomorrow. In 1996 and 1997, Wilson Sonsini was involved in 198 
public equity offerings (as counsel to the issuer or the underwriters), which raised 
about $11 billion in capital. In the last decade, Wilson Sonsini defended more securi- 
ties class actions than any other law firm in the United States. 

I have practiced in the area of securities litigation for nearly 12 years. I have rep- 
resented dozens of companies in private securities class actions. My curriculum 
vitae is attached to this testimony as Exhibit A, along with a list of companies that 
I have represented. 

My perspective on S. 1260 is not just based on defending companies in share- 
holder litigation. A substantial portion of my practice consists of advising companies 
on public disclosure issues. In that capacity, I have seen firsthand the chilling im- 
pact that State court shareholder litigation has had on the types of forward-looking 
disclosures that the Reform Act sought to encourage. 

n. The State Court Problem 

Two years ago. Congress identified a very serious problem in a particular type of 
litigation: securities class actions against publicly traded companies, especially cases 
filed against high-tech companies. Congress found ''significant evidence of abuse in 
private securities lawsuits.^ Among those abuses were "the routine filing of law- 
suits against issuers of securities and others whenever there is a significant change 
in an issuer's stock price, without regard to any underlying culpability of the issuer, 
and with only faint hope that the discovery process might lead eventually to some 
plausible cause of action." ^ Congress also found that private securities plaintiffe had 
abuse[d] the discovery process to impose costs so burdensome that it is often eco- 
nomical for the victimized party to settle."'* Congress reiterated "the private securi- 
ties litigation system is too important to the integrity of American capital markets 
to allow this system to be undermined by those who seek to line their own pockets 
by bringin|f abusive and meritless suits." ^ Congress concluded "[ilnvestors idways 
are the ultimate losers when extortionate 'settlements' are extracted firom issuers.^ 
Thus, Con^ss determined to put an end to the plague of non-meritorious class ac- 
tion lawsuits, which were contrary to the interests of shareholders and the private 
securities litigation system. 

After extensive hearing as well as a full examination of the issues. Congress 
passed the Private Securities Litk^ation Reform Act "to return the securities litiga- 
tion system" to a "high standard. "^ The Reform Act enacted a number of measures 
designed to cure the existing abuses. The Reform Act created a heightened pleading 
standard; a more rigorous strong inference" standard for pleading fraudulent in- 
tent; a safe harbor for forward-looking statements; special procedures for the ap- 
pointment of a real plaintiff to act as nfead plaintifT' and oversee the litigation; and 
proportionate fault provisions to ensure that persons not knowingly involved in 
wrongdoing would not be held liable jointly and severally along with those guilty 
of fraud. 

All of these comprehensive reforms were crafted to cure the existing abuses, with- 
out shutting the courthouse door to legitimate claims by persons who could allege 
specific, hard facts showing that a company had committed fraud. Balancing all the 
competing interests. Congress enacted these measures to make the litigation of pri- 
vate securities class actions fair and just. 
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R^rettabhr, aU the hard work of 2 years a^ ia now in aeriona jeopardy. Since 
the Keform Act waa paaaed, securities daaa actions — particulaiiy caaea premised on 
fiEukd forecaata-^iave been migrating to the State courts. Tliis appears to be a stra- 
tegic response by the plaintiflr bar to the Reform Act, and threatena to undermine 
that Act Tliia strategic maneuver is especially acute in CalLromia, where Silicon 
Valleya hi^-tedi companies have borne the brunt of the State court actiona. 

Former 5EC Commissioner Joseph Grundfest, now a profieaaor at Stanford Uni- 
versity, haa been tracking the State court filines around the countey. According to 
Profeaaor Grundfesf s count, 103 class actions have been filed in State court on a 
nationwide baaia. and approximately 62 of those class actiona are pending in Califor- 
nia State court^ The Securities and Exchange Commission's recent Report to the 
President and the Congress on the First Year ^Practice Under the Private Securities 
Litigaiion Reform Act of 1996 also notes this disturbing trend: 'This apparent shift 
to State court may be the most significant development in securities litigation post- 
Reform Act."^ My firm's experience over the last 18 months condSrms this strategic 
shift fi!om Federal to State court — albeit, with ebbs and flowa, aa the plainti£Gi' bar 
haa a4ju8ted ita tactica. 

Hie migration of securities class actions to State court threatena the Reform Act 
in two wavs. First, Congress intended that the Reform Act would eliminate abuaive 
litigation by imposing uniform standards in Federal court, where these caaes histori- 
cal^ had been Drounit. The migration of these cases to the State courta threatena 
to nullify all of the Keform Act% procedural and aubstantive protectiona, including 
the aafe harbor. If plaintiffs find State courts to be a welcome sanctuary, and take 
most of their dass actions there^ the Reform Act will never be used. 

Second, even if State law claims prove disappointing to plaintifEi, there ia atill a 
problem. As both Arthur Levitt, Chairman of uie Securities and Exchanee Commia- 
aion, and Professor Grundfest have testified before this Subcommittee, pudnti£Gi are 
filing duplicative, parallel class actions in the Federal and State courts, with the 
objective of obtaining in State court the discovery they otherwise are denied in Fed- 
eral court.^^ Tliia tactic threatens to subvert the Reform Act's special protections 
designed to terminate firivolous litigation at the outset of a case: the neightened 
{^aiding standards, and the automatic discovery stay. 

A. The Migration of Private Securities Class Actions To State Court is 
Undermining the Reform Act's Safe Harbor 

One obvious, immediate result of the migration of securities class actions to State 
court ia that the safe harbor ia being undermined. The aafe harbor ia one of the Re- 
form Act's centerpieces, yet there are almost no reported decisions interpreting it. 
The reason is that the forecasting cases have largely migrated to State court — 
meaning that there is no guidance firom the Federal courts about the type of disclo- 
sure sufficient to tripper the safe harbor'a protections. As a result, companies are 
uncertain about making forward-looking statementa. Companies are also less willing 
to speak about the fiiture because they fear that they may be aued in State court, 
where there is no guarantee that the safe harbor w^ apply under State law. 

SEC Chairman Levitt testified before this Subcommittee that the number of State 
court class actions allegine firaud, based on a company's failure to achieve a forecast, 
is double the number of class actions being filed m Federal court under the Reform 
Act.^^ In my experience, most of the Caluomia State court cases allege claims of 
firaud arising out of little more than a failed forecast and a consequent stock price 
drop. I believe that this trend ia actuallv much more pronounced than the SEC has 
found. Plaintiffo routinely include in these foiled forecast cases some boilerplate, 
eonduso^ allegations of accounting improprieties, even where neither the company 
nor any financial journalist or securities analyst has reported anv problem with the 
company's accounting. To the extent that auch cases are exdudea firom the count 
of 'tailed forecast" cases, the trend of forecasting cases migrating to the State courts 
is even more pronounced. As a result of plaintiffo' filing failed-predictions cases in 
State court— where there ia no safe harbor protection — public companies cannot be 
expected to make forward-looking statements. That result is squardy contrary to 
Congress' intent in enactmg the safe harbor of ''enhancling] market efiadency by en- 
couraging companies to disclose forward-looking information.'' ^^ 

The arrested development of the safe harbor ia a significant disappointment, one 
that directly contravenes Congress' intent to encourage companies to make pre- 
dictions about the future. The Securities and Exchange Commission has counseled 
patience, arG;uing that the Federal courts eventually will develop a body of law in- 
terpreting the safe harbor. I respectfiiUy disagree. The State court phenomenon 
puahes judicial implementation of the Federal safe harbor far into the future, and 
atrongly weighs in favor of legislation that wUl lead to the creation of uniform na- 
tional atandards under the Reform Act 
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B. State Court Securities Class Actions Are Subjecting Companies to 
Expansive, Undefined Uabiuties, Varying from State to State 

Other critical provisions of the Reform Act will be nullified if cases continue to 
migrate to the State courts. The current situation in California provides an ezodlent 
example of how this could occur. (According to Professor Grunofest, there are class 
actions pending in the courts of 18 dififerent States, so the California experience is 
not unique, axid the damage will not be restricted to California's hi^-tech indus- 
try.) ^3 m California. plainti£Gi are seeking to assert causes of action on behalf of 
a nationwide class of investors under the California Corporations Code, the 0Qmnu>n 
law of fraud, and provisions of California's Business and Professions Code, which 
regulates ''unfair business practices" and "false advertising." These State law claims 
are very broad and offer none of the protections of the Reform Act These cases in- 
volve companies whose securities are traded on national exchanges and are regu- 
lated by the Federal securities laws. 

The plaintifis' principal weapon is the California Corporations Code. According to 
plaintins, this claim is effectively the State law analog of Section 10(b) of the Seciiri- 
ties Exchange Act (specifically, SEC Rule lOb-5). If plaintifiGi can pursue securities 
class actions using these Corporations Code claims m State court, defendants will 
lose all the Reform Act's protections against abusive litigation. State courts have yet 
to develop a body of law applicable to these cases that require rigorous scrutiny of 
the factual allegations of a complaint at the pleading stage. The discovery rules in 
California, moreover, are quite liberal. PlaintifiGi have argued that thev are entitled 
to discovery even where a court has held that their original complaint failed to state 
a single valid cause of action — ^the classic fishing expedition that the Reform Act 
sought to eliminate. Other provisions of the Remrm Act are also jeopardized, be- 
cause the State courts, which have rarely faced this type of litigation, have yet to 
develop comparable safeguards. There is no certification requirement to prevent 
''professional plaintiffis" m>m filing multiple lawsuits. There is no requirement that 
the court appoint a lead plaintiff to allow an opportunity for substantial investors 
to take the helm. Moreover, the doctrine of collateral estoppel could mean that de- 
terminations made in California State court are binding on later actions filed in 
other States and, potentially, in Federal court. Finally, the U.S. Supreme Court's 
decision in Phillips Petroleum Co. v. Shutts ^^ leaves open the possibility that, where 
the claims of non-residents have "significant contact or significant aggregation of 
contacts" with the forum State, a class certified under the forum State's law may 
constitutionally include non-residents, where doing so would not be so "sufficiently 
arbitrary and unfair" as to exceed the parties' expcNctations. 

Before the Reform Act, claims under the Corporations Code were asserted so in- 
frequently tiiat there is no definitive California State court precedent. The defense 
bar has argued that the Corporations Code was intended to reach only i/itro-State 
securities transactions. The issue is now before the California Supreme Court in two 
cases.^^ Even if the California Supreme Court limits the scope of the Corporations 
Code, that may not terminate the California State court threat: Companies could 
still be vulnerable to multi-million-dollar class actions in California State court on 
behalf of a class of California purchasers. 

C. The Filing of Duplicative, Parallel Class Actions Will Allow 
Plaintiffs to Evade the Reform Act's Heightened Pleading 
Standards and Discovery Stay 

Professor Grundfest of Stanford University has identified 28 cases areund the 
country in which plaintiffs have filed a Sate action and a duplicative, paraUel Fed- 
eral class action. Of the 62 State class actions in California, ra>fessor Grundfest has 
identified a parallel Federal class action in 16 of those cases. ^^ My firm has been 
closely tracking the filing of parallel class actions, and we have identified 40 cases 
in California in which plaintim have filed virtually identical Federal and State class 
actions. In the Northern District of California alone, which includes Silicon Valley, 
there are 27 of these duplicative State and Federal class actions. See Exhibit B (at- 
tached hereto). 

Here is what has become the common practice in California. Plaintiffe first file 
an action in California State court, alleging claims arising under California State 
law. Plaintifis launch massive demands for uie production of documents against the 
company, and often against non-parties such as the company's accountants or the 
company's underwriters. 

Shortly after filing the State case, the same plaintiffs, represented by the same 
lawyers, on behalf of the same class of investors, file a lawsuit in Federal court 
against the same defendants, based on the same alleged wrongdoing. The only dif- 
ference is that the Federal lawsuit alleges claims arising under Section 10(b) of the 
Securities Exchange Act, which are subject to the Reform Act, while the State action 
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alleges only claims arising under State law. Sometimes, there is a lag of several 
months between the filine of the State and Federal actions. In a few cases, however, 
the plaintiffs have abandoned any pretense. In one case that my firm is defending, 
plaintiflBi filed a class action in State court in San Jose, California; the next day. 
they walked a few blocks to San Jose Federal court and filed a carbon-copy Federid 
class action.^7 Plaintifis have even gone so far that in several cases they nave made 
the extraordinarv offer that, after being certified as lead plaintiff and lead plaintifh' 
counsel under the Reform Act, they would voluntarily stay their Federal case to 
allow them to pursue discovery in State court. ^® 

There can bo no doubt that plaintifiGi are pursuing this tactic to skirt the Reform 
Act's discoverv stay in an effort to bolster their Federal complaint PlaintifiGi are 
very candid about their intent: They openly admit they believe they are entitled to 
use State court discovexv to support their Federal complaint. If this tactic continues 
unchecked, plaintifls will be able to circumvent the Reform Act's discovery stav. The 
Reform Act's discovery stay was designed to spare defendants the expense of discov- 
ery until plaintifh demonstrate that they have a viable case. Under the current sys- 
tem, however, companies are not being spared the expense. In addition, the Reform 
Act makes clear that plaintifiGi must satisfy the heightened pleading standard fix>m 
their own knowledge and investigation, not firom discovery, if plainti£Gi are sble to 
di>tain discovery in State court, that goal will not be achieved. 

Legislation creating uniform national standards for these types of cases is the 
only solution to this problem. The State courts have been reluctant to act In Cali- 
fornia, defendants have not been able to stop either the migration of class actions 
to State court, or the filing of parallel cases aesij^ned to circumvent tiie Federal dis- 
covery stay. Let me brieffy describe various actions taken by the defense bar that 
have to date failed to solve the problem. 

First, defendants have moved to stay the State actions altogether, arguing that 
the Federal courts should first detenmne whether defendants violated the Federal 
securities laws, and that plaintiffs should not be permitted to maintain separate 
State actions in order to evade Federal law. The California State courts have been 
unreceptive. A California Court of Appeal recently held that the "theme" that plain- 
ti£Gi are trying to evade Federal law is irrelevant to our analysis because the cur- 
rent state of uie law permits securities firaud plaintifiGi to maintain [a] dual trade 
litif^ation strategy." ^^ Indeed, the Court of Appeal held that "the Private Securities 
Litigation Reform Act of 1995 effectively compels State class action plaintifb to file 
parallel to lOb-6 action in Federal court." ^ That the California courts refiise to 
stay parallel State class actions has led to the incongruous situation where a Fed- 
eral court has held that a complaint failed to allege facts showing that a company's 
statements were firaudulent, wnile a State court held that the same statements were 
actionable.'^ 

Second, defendants have moved to strike the class action allocations firom the 
State cases, thereby requiring the plaintifb to brine all of their F^eral and State 
class claims in Federal court subject to the Reform Acf s protections. Such a solution 
would make sense because only the Federal court can resolve all of the issues be- 
tween the parties in one action because it has exclusive jurisdiction over claims aris- 
ing under the Securities Exchange Act and supplemental jurisdiction over State law 
claims. The State courts again, however, were not willing to relinquish control of 
the State law claims. 

Defendants have also moved in State court for a tempera^ stay of discovery until 
discovery is pmnitted in Federal court or the Federal case is dismissed. Tliis would 
mrevent plaintifh firom doing an end run around the Reform Act's discovery stay. 
The rationale is that the State courts should show appropriate comity for the signifi- 
cant Federal interests embodied in the Reform Act. The State courts have generally 
not been responsive to this argument and, with limited exceptions, have refiised to 
stay discovery. 

This has left the defendants with only one place to turn: Federal court. But the 
Federal courts may well be prohibited by the Federal Anti-Ii\junction Act^ firom en- 
joining the State court proceedings. 

Finallv, in passing tne Reform Act, Congress expressed great concern about the 
financial buraen of these types of cases on issuers and non-parties such as under- 
writers and accountants.^ Requiring companies to fight a two-firont war of parallel 
State and Federal class actions has substantially increased that financial burden. 
Plaintifis' two-firont war also burdens two different court systems, which have to liti- 
gate the same disputes between the same parties. 

in. Conclusion 

The answer to this attack on the Reform Act is for Conoress to create uniform 
national standards for private securities class actions, rendering aU sudi actions 
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subject to the requirements of the Reform Act. I hope that the Senate will take that 
step by enacting S. 1260. 

IV. Endnotes 
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9. U.S. Securities and Exchange Commission, Report to the President and the Con- 
gress on the First Year of Practice Under the Private Securities Litigation Re- 
form Act of 1995, at 69 (Apr. 1997). 

10. Chairman Levitt testified: Tiffy-five percent of the State court cases . . . have 
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in Federal court. It is reasonable to assume that these cases were filed primarily 
to get discovery for use in the Federal action.** See Testimony of Arthur Levitt, 
Chairman, U.S. Securities and Exchange Commission, Concerning the Impact 
of the Private Securities Litigation Reform Act of 1995, Before the Subcommit- 
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U.S. Senate, July 24, 1997 C'Levitt Testimony^') (emphasis added). Professor 
Grundfest testified: **[P]laintiffs' own litigation conduct demonstrates an obvious 
effort to avoid the mandatory discovery stay through State court litigation. Plain- 
tif&' actual conduct is therefore inconsistent with the proffered rationalizations 
for increased State court activity. Acoordin|fly, t?ie most reasonable eaqdanation 
for the undisputed increase in State court litigation is plaintiffs' desire to evade 
the Reform Act provisions.** See Joint WrittenTestimony of Joseph A. Grundfest 
and Michael A. Perino, Before the Subcommittee on Securities, of the Commit- 
tee on Banking, Housing, and Urban Affairs, U.S. Senate, July 24, 1997 (em- 
phasis added). 

11. See Levitt Testimony, Section IV, '"Analysis of State Court Complaints." 

12. Conf Rep. at 43. 

13. Professor Grundfest identifies class actions pending in Alabama, Arizona, Cali- 
fornia, Colorado, Connecticut, Delaware, Florida, Georgia, Illinois, Maryland, 
Montana, Nevada, New Jersev, New Mexico, New York, Ohio, and Texas. See 
<http://8ecurities.stanford.edu/tables/state-table.html>. 

14. 472 U.S. 797, 821-22 (1984). 

15. StorMedia Inc. v. Santa Clara County Superior Court, No. S062661 (review 
granted, Aug. 20, 1997); Diamond Multimedia, Inc. v. Santa Clara Superior 
Court, No. H016376 (review granted. Mar. 27, 1997). 

16. See <http://securities.stanford.edu>. 

17. Head v. NetManage, Inc., No. 07763295 (Santa Clara Super. Ct., filed Jan. 9, 
1997); Head v. NetManage, Inc., No. C-97-20061-JW (N.D. Cal., filed Jan. 10, 
1997). 

18. See Goldman v. FileNet Corp., No. SACV-97-261-GLT (EEx) (Plaintiffs' Mo- 
tion for Order Staying Action) (filed Sept. 3, 1997); Head v. NetManage, Inc., 
No. C-97-20061-JW (N.D. Cal.) (Plaintiffs' Opposition to Defendants^Motion 
To Enforce The Mandatory Discovery Stay of the Private Securities Litigation 
Reform Act of 1995) (filed Sept. 26, 1997). One Federal court on its own mitia- 
tive has stayed a Federal action. Cheney v. Quality Systems, Inc., No. SACV- 
97-^49_LHM (EEx) (CD. Cal. Aug. 13, 1997). 

19. Oak Technology, Diamond Multimedia Sys. Inc., & IMP Inc. v. Superior Court, 
Nos. H016141, H016186, H16281, slip op. at 9 (Cal. App., Sixth Dist., Aug. 14, 
1997). 

20. Id. at 13-14 (emphasis added). 

21. Compare Howard Gunty Profit Sharing v. Quantum Corp., No. 96-20711-SW, 
1997 WL 514993 (N.D. Cal. Aug. 14, 1997) (granting motion to dismiss with 
leave to amend), with Howard Gunty Profit Sharing v. Quantum Corp., No. 
CV760370 (Santa Clara Super. Ct. Jul. 8, 1997) (overruling demurrer in part). 

22. 28U.S.C. §2283. 

23. Conf Rep. at 31. 
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Boris Feldman 
Major Securities Suits 



Software Companies 

Autodesk 

Cadnetix 

Caere 

FiieNet 

Frame Technology 

Novell 

ParcPlace-Dlgitalk 

Platinum Software 

Rational Software 

Sybase 

TCSi 



Hardware Companies 

3Com 

Electronics for imaging 

Integrated Silicon Solution. Inc. 

OPT! 
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Quantum 
Read-Rite 
Seagate 
Silicon Graphics 

Ufe Sciences Companies 

Genentech 

Synergen 

VISX 

Other Companies 

Anchor Gaming 

Businessland 

Centigram Communications 

Cygne Designs 

Digital Microwave 

Merisel 

Silicon Valley Bank 

SLM International 

USA Detergents 

Valence Technology 
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EXmBITB 

SECURITIES CLASS ACTION CASES IN CALIFORNU 
FEDERAL COURTS WITH PARALLEL STATE ACTIONS 



Name of Company 


Superior Court County 


Federal District Court 


3Com Corporation 


Santa Clara 
No. CV764977 


N.D. California 
No. C.98.00508 




Orange 


CD. California 
No. SACV.96-1250 


Brooktree Corp. 


San Diego 
No. 699812 


S.D. California 
No. 97-CV-0852 


Cirrus Logic 


Alameda 
NO.H1889619 


N.D. Califorma 
No. C-95.3978 


Communication & Entertainment Corp. 


Los Angeles 


CD. California 
No. 96-9024-ABC 


Dean Witter Reynolds, Inc. 


Los Angeles 
No. BC167638 


CD. California 
No. 96-593-CIV-T.225E 


Diamond Multimedia Systems. Inc 


Santa Clara 
No. CV758927 


N.D. California 
No. C-96-2644 


Digital Link Corp. 


Santa Clara 
No. CV757489 


N.D. California 
No. C.96.20867 


Discreet Logic, Inc. 


San Francisco 
No. 978584 


N.D. California 

No.C.97-1570 

D. Massachusetts 

No. 96-1 123-2 


Dove Entertainment 


Los Angeles 


CD. California 


Elecm)nics for Imaging 


San Mateo 
No. 403411 


N.D. California 
No. C-97-4739 


FileNel 


Orange 

No. 773245 


CD. California 
No. SACV.97.261 


Fritz Companies, inc. 


San Francisco 
No. 979971 


N.D. California 
No. C-96-2712 


IMP, Inc. 


Santa Clara 
No. CV760793 


N.D. California 
No. C.96-20826 
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Name of Company 


Superior Court County 


Federal District Court 


Informix 


San Mateo 
No. 400739 


N.D. California 
No.C-97-1289 


Insignia Solutions pic 


Santa Clara 
No. CV757058 


N.D. California 
No. C-97.20265 


Lumisys Inc. 


Santa Clara 
No. CV767369 


N.D. California 
No. C-97-20609 


Macromedia 


San Francisco 


N.D. California 
No. C-97.3521 


Manhattan Bagel Company, Inc. 


Los Angeles 
No. BC155219 


CD. Cal.' 
96-CV-3351 


Mossimo 


Orange 
No. 774474 


CD. California 


Nellcor Puritan Bennett Inc. 


Alameda 
No. 767087-5 


N.D. California 
No.C-97.1319 


NetManage 


Santa Clara 
No. CV763295 


N.D. California 
No. C-97-20061 


NetManage II 


Santa Clara 
No. CV764945 


N.D. California 
No. C-97-20544 


Network Computing Devices, Inc. 


Santa Clara 
No. CV 757232 


N.D. California 
No. C-96-1345 


Oak Technology, Inc. 


Santa Clara 
NO.CV758510 


N.D. California 
No. C-96.20552 


Oakley 


Orange 
No. 773051 


CD. California 


Proxima Corporation 


San Diego 
No. 00702845 


S.D. California 
No. 96-1431 


Pyramid Breweries, Inc. 


San Diego 


S.D. California 
No. 96-1077 


Quality Systems 


Orange 
No. 777406 


CD. California 
No. SACV-97.549 



' According to the company's most recent SEC filing, the action in the Central District 

of California was transferred to the United States District Court for the District of New Jersey. 
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NmeofCoBiMuiy 


Sapcrior Cowl Conaty 


Federal District Court 


Quflntmn Corporation 


Santa Clara 
No. CV760370 


N.D. California 
No.C.96.20711 


Quarterdeck Corp. 


Los Angeles 
No. BC161682 


CD. California 


Read-Rite Corporation 


Santa Clara 
No. CV762735 


N.D. California 
No. C-97.20066 


S3 Inc. 


Santa Clara 
NO.CV770003 


N.D. California 
No. C-97-4066 


Silicon Graphics, Inc. 


Santa Clan 
No. CV770534 


N.D.Califorma 


StorMedia, Inc. 


Santa Clara 
No.CV7d0825 


N.D. Califorma 
No. C-97-20538 


Synuuitec 


Santa Cruz 
NO.CV756665 


N.D. Califorma 
No.C.97-20021 


SyQuest Technology 


Alameda 
No. 766779-8 


N.D. California 
No. C-96-1224 


TCSI Corp. 


Alameda 
No. 775199-2 


N.D. Califorma 
No. C-97.3495 


Vanstar Corp. 


Alameda 
No. V-014193-6 


N.D. California 
No. C-98-0216 


Yes! Enteitainment Corporation 


Alameda 
No. V-012587.9 


N.D. California 
No.C-97-1388 
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PREPARED STATEMENT OF RICHARD W. PAINTER 

Professor, Cornell Law School, Ithaca, New York 
February 23, 1998 * 

Introduction 

Mr. Chairman and Members of the Committee, thank you for inviting me to tes- 
tify. I am a member of the New York bar, a visiting professor at Cornell Law School, 
and a tenured associate professor at the University of Illinois. For 2 years, I was 
director of the University of Oregon's Law and Entrepreneurship Center. My areas 
of expertise are securities regulation, corporations, and legal ethics. 

In January, I mailed to various Members of this Committee two letters, the first 
signed by 28 and the second by 23 professors of securities regulation and corporate 
law from around the country.^ The first letter expressed opposition to pending legis- 
lation that would preempt private rights of action for securities firaud in class ac- 
tions brought under State law.^ The second letter explained in more detail some of 
the signatories' reasons for opposing preemption. Today, however, I speak only on 
my own behalf* 

Most of my objections to the proposed legislation fit under one of two concepts: 
federalism and fraud. Put simply, I am in favor of federalism and against firaud. 

Let us start with federalism. 

I am very concerned about Federal preemption of State common law and statutes 
that have existed in one form or another since before the Federal securities laws 
were enacted.^ My point is not that Federal preemption of State law is never justi- 
fied, but that proponents of preemption bear a heavy burden of showing that State 
law unduly interferes with Federal laws designed to protect an important national 
interest. T^e proponents of the preemption legislation we are discussing today have 
shown nothing of the kind. 

Proponents of preemption point to statistics compiled at Stanford Law School pur- 
porting to show that tnere nas been a surge of State court filings since the 1995 
Reform Act.^ Although the high-technology industries of Silicon Valley have seized 
upon these statistics to argue that litigation is migrating from Federal to State 
court, two separate reports, one prepared by National Economics Research Associ- 
ates "^ and the other by Price Waternouse® demonstrate that levels of litigation in 
State courts in 1997 appear to have returned to pre- 1995 levels. Federal fiUngs also 
are close to where they were before the 1995 Reform Act.^ The alarm that has been 
sounded about a surge in State court filings afi;er 1995 and a movement of litigation 
firom Federal to State court, has been a false alarm. 

Furthermore, although preemption proponents claim that State court litigation is 
a national problem that must be fixed by Congress, most State suits alleging securi- 
ties fraud have been filed in a single State: California. Almost all of the State law 
cited in the prior testimony before this Committee and in the House was California 
law, and almost all of the defendants mentioned in testimony were California-based 
companies. The law professors who testified in support of preemption were both 
firom Stanford University. The issue Congress must decide is whether California is 
capable of resolving this controversy in a way that will not jeopardize the national 
interest in safe and efficient securities markets. 

I suggest that California voters, legislators, and judges will not allow California- 
based companies to be persecuted by firivolous lawsuits. Because the vast migority 
of State law securities class actions are filed in the State where the issuer is incor- 
porated or has its primary place of business,^^ California law that allows firivolous 
class actions would hurt Cfalifomia-based companies disproportionately and ulti- 
mately drive business and jobs away firom California. Furthermore, it is difficult to 
believe that Silicon Valley issuers do not have at least as much influence 100 miles 
away in Sacramento as they do here in Washington. 

California law, fiirthermore, shows no signs of bending over backward to accom- 
modate frivolous lawsuits. Two California ballot measures were proposed in 1996, 
the first seeking to change California law in a pro-defendant direction and the sec- 
ond seeking changes that would favor plaintiffs. California voters, however, soundly 
rejected both measures, the pro-plaintiff measure being rejected by a noticeably 
wide margin. 11 Meanwhile, the California Supreme Court will decide whether a na- 
tionwide class of investors may sue in a California court over alleged fraud in the 
sale of securities by a California-based issuer. ^^ California courts are also deciding 
how to respond to plaintiffs who file suits in State court merely to obtain discovery 
that is unavailable in parallel actions brought in Federal court. ^^ Although these 
issues remain unresolved in California, developments in other States demonstrate 
that, to the extent State law governing securities litigation is changing, it is chai 
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ing in the same direction as the Federal law, that is, in a decidedly pro-defendant 
direction.** 

Last October, a House subcommittee was informed by Bruce Vanyo, a partner of 
Wilson Sonsini, the law firm that defends many of these suits, that there is an on- 
slaught of litigation in State courts that threatens to undermine the 1995 Reform 
Act.*^ However, my visit last week to Wilson Sonsini's World Wide Web page led 
me to an article by Boris Feldman, one of the firm's most prominent securities liti- 
gators, saying precisely the opposite: 

In my opinion, plaintiffs' State court gambit has been a failure and is 
over ... I base this conclusion on three factors. First, plaintiffs' attempts to 
broaden dramatically State laws that have been on the books for years have 
not worked. ... Second, I believe that plaintiffs have come to realize that 
thev will not be permitted to use courts in a particular State (i.e. Califor- 
nia; to litigate the claims of shareholders around the country. . . . Finally, 
plaintiffs have not had much success milking the State cases for discovery 
that they can then use to file a Federal complaint.*® 

Mr. Vanyo told Congress that State court litigation is out of control, while his 
partner Mr. Feldman stayed home and reassured the firm's clients that everything 
is under control. Which is it? Twenty-three professors of securities regulation sug- 
gest in the second of the two letters you received, and I suggest in a law review 
article that I have written on the subject,*^ that the facts are and will continue to 
be much closer to what Mr. Feldman has said on Wilson Sonsini's Web page. 

Perhaps most important, Wilson Sonsini is continuing to advise its clients to use 
the Federal safe harbor for forward-looking statements, one of the provisions of the 
1995 Act purported to be threatened the most by securities firaud htigation in Cali- 
fornia State courts.*® A recent study, conducted by three business school professors, 
two fi-om Stanford University's School of Business and one firom the University of 
Michigan Business School, also confirms that "there was an increase in both the fire- 
quency of firms issuing forecasts and the mean number of forecasts issued following 
enactment of the Reform Act." *^ For issuers that want to use the Federal safe har- 
bor, California State court suits thus do not appear to have presented a substantial 
obstacle. 

In sununary, California does have the situation under control. The interests of in- 
vestors and issuers have been balanced under California law, and if California law 
is found to favor one side over the other, there are mechanisms available in Califor- 
nia to correct this. There is simply no need for Congress, which has embraced fed- 
eralism in a wide array of areas including health care,^ welfare,^* and unfunded 
mandates,^ to preempt State law when it comes to securities fi-aud. 

Now, let us turn to firaud and the role of State causes of action in deterring and 
compensating the victims of firaud. 

In 1933 and 1934, Congress decided that State law alone did not adequately nro- 
tect investors firom abuses in the securities markets, including securities fraud. Con- 
gress enacted a national system of securities reflation. Eb^ress private rights of 
action were enacted in several parts of the securities laws, includinig for misleading 
statements in re^tration statements in Section 11 of the 1933 Act^ and against 
sellers of securities using misleading prospectuses in Section 12(2),^ but nowhere 
did Congress create an express private right of action under the general anti-fraud 
statute. Section 10(b) of tne 1934 Act.^ Congress knew at the time, however, that 
many State statutes as well as State common law provided private rights of action 
for securities firaud, and Congress expressly stated that these State remedies would 
remain intact.^® 

Since then, Federal courts have implied remedies for securities firaud under Sec- 
tion l(Kb) even, though the statute did not expressly provide a remedy. However, 
this implied private right of action is very limited. Under the case law, a Federal 
plaintiff may not sue an aider and abetter of securities firaud (only a primary viola- 
tor),^ a Federal plaintiff may not sue if she was defirauded more than 3 years ago 
(longer statutes of limitations under State law do not apply in Federal court),^ and 
a Federal plaintiff may not sue a person whose fi-audment statements induced her 
not to sell an overvalued security in her portfolio.^^ Many of these restrictions have 
been shaped by the Supreme Court's hostility to a cause of action never emressly 
bestowed by Congress®^ as well as by the Court's knowledge that those defrauded 
investors denied access to Federal courts still have remedies under State law.®* 
Furthermore, some Members of Congress that passed the 1995 Reform Act, which 
curtailed the substantive and procedural Federal rights of action even more,®^ knew 
and explidtiy pointed out that State causes of action for securities fraud were being 
preserved.®® 
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Finally, it is entirely possible that Federal private rights of action for securities 
fraud could continue to disappear. Some Federal courts are already interpreting the 
heightened pleading standards in the 1995 Reform Act to preclude suits bas^ on 
recklessness.^ It has been suggested in an article in the HARVARD Law Review by 
Professor Joseph A. Grundfest, himself a former SEC Commissioner, that the SEC 
should take advantage of the fact that Section 10(b) contains no express private 
right of action, and scale back, or ''disimply," through administrative rule the cause 
of action that Federal courts have implied.^^ If the preemption legislation we are 
discussing here today is enacted, this State law limitation on the SEC's ability to 
disimply causes of action for securities fraud will no longer exist. 

In short, plaintififs' right to sue in Federal court for securities fraud is anything 
but safe and secure, and as the private rieht of action under Federal law grows in- 
creasingly limited, State law has an invaluable role in the Federal system. This is 
particularly true if friture legislation, administrative action, or judicial decisions 
make Federal law even more inhospitable for investors. 

Conclusion 

It is by no means clear that Federal law is a better vehicle for addressing securi- 
ties fraud than State law. Indeed, some leading scholars of securities law have sug- 
gested that the States ought to play more of a role in securities regulation relative 
to the Federal Government, not less.^^ I suggest this Committee give federalism a 
chance before rushing to the conclusion that preemption is required. 

At a minimum, before taking such a drastic step. Congress should make sure that 
it is relying on unambiguous and uncontroverted information showing (1) whether 
a significant number of suits have migrated from Federal to State courts since the 
1995 Act (the answer appears to be that they have not); (2) whether State court 
suits have less merit than suits filed in Federal court; (3) whether State courts will 
allow plaintiffs to use parallel State court litigation to circumvent the new limita- 
tions on discovery in Federal court; (4) whether most States will continue the cur- 
rent trend toward conforming State law to the decidedly pro-defendant leanings of 
Federal law; (5) whether State courts or legislatures will endorse efibrts to create 
nationwide classes of plaintiffe in State court, and if so, whether the defendants in 
these suits will have significant contacts with the State in question; and (6) whether 
State court litigation interferes with use of the Federal safe harbor (the answer ap- 
pears to be that it does not). If problems in one or more of these areas prove insur- 
mountable at the State level, Congress may have to address such problems in the 
future, but Congress should do so only with a thorough understanding of the prob- 
lem to be addr^sed and with far more narrowly written legislation uian the bills 
currently under consideration. 

Endnotes 

1. On Wednesday, February 18, 1998, I was notified by telephone call and letter 
that I was invited to testify today. I was also requested to submit 100 copies 
of this statement to this Committee by Friday, February 20, 1998. In view of 
the time constraints, this statement is shorter than it might otherwise be. I will 
also distribute to various Members of the Committee copies of my law review 
article on this same topic. Sounding a False Alarm: The Congressional Initiative 
to Preempt State Securities Fraud Litigation. Portions of this statement are 
taken firom that article as well as firom the two letters to Congress that I drafted 
in January. 

2. See Letter, dated January 23, 1998, to Senators and Members of Congress firom 
Ian Ayres, Stephen M. Bainbridge, Douglas M. Branson, William W. Bratton, 
John C. Coffee, Jr., James D. Cox, Charles M. Elson, Merritt B. Fox, Tamar 
Frankel, Theresa A. Gabaldon, Nicholas L. (xeorgakopoulos, James J. Hanks, Jr., 
Kimberly D. Krawiec, Fred S. McChesney, Lawrence E. Mitchell, Donna M. 
Nagy, Jennifer OUare, Richard W. Painter, William H. Painter, Margaret V. 
Sachs, Joel Seligman, D. Gordon Smith, Marc I. Steinberg, Celia K Taylor, Rob- 
ert B. Thompson, Manning G. Warren III, and Cynthia A. Williams. Another 
longer Letter to Senators and Members of Congress, also dated January 23, 
1998, was signed by 23 of the foregoing professors and explained in more detail 
some of the reasons the signatories opposed preemption of^State causes of action 
at this time. The two letters are attached hereto as Exhibit A. 

3. See S. 1260, 105th Congress, 1st Sess. (1997) (the Securities Litigation Uniform 
Standards Act of 1997); and H.K 1689, 105th Congress, 1st Sess. (1997). 

4. I have not done paid consulting work since I began my academic career in 1993, 
and I have received no compensation or reimbursement of expenses in connec- 
tion with my testimony here today. 
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5. The modem class action suit had its genesis in actions brought under the com- 
mon law and corporate law, and later the securities law, of the various States. 
New York, for example, in 1924 permitted joinder into a single proceeding 
of common law fraud claims brought by 123 investors against promoters who 
sold stock by use of a misleading prospectus. Akely v. Kinnicutt, 238 N.Y. 466. 
144 N.E. 682 (1924) (finding that New York civil procedure statute permitted 
joinder because common questions of law and fact predominated among the 
plaintififo). 

6. Testimony of Professor Joseph A. Grundfest, Hearing on Securities Litisation 
Abuses, Subcommittee on Securities, U.S. Senate Committee on Banking, Hous- 
ing, and Urban Affairs, July 24, lSf97; Testimonv of Michael A. Perino Before 
the House Commerce Committee, Finance and Hazardous Materials Subcom- 
mittee, October 21, 1997, citing statistics compiled by Stanford's Class Action 
Clearinghouse and reported on a World Wide Web page. The Stanford Web site 
is funded in part by private industry. See http://securities.stanford.edu/about/ 
caveat.html. rThis project is made possible through the vision and generosity 
of our sponsors: Georee Roberts [a rounding partner of Kohlbere, Kravis, Rob- 
erts ana Co.] provided the 'seed capital' for this venture; the National Center 
for Automated Information Research which provides the lareest source of our 
sustaining support; Netscape Communications which donated the software for 
the sight; and Sun Microsystems and Apple Computer which donated the hard- 
ware for this site.**) Some of these sponsors are not entirely disinterested in 
securities Utigation. Weighing in favor of the reliability of the Stanford data, 
however, is the fact that it was compiled under the supervision of two h^hly 
respected scholars of securities law: Joseph A. Grundfest. a former SEC Com- 
missioner, and Michael A. Perino, an accomplished scholar on this subject in 

S articular. See Michael A. Perino, Fraud arid Federalism: Preempting PHvate 
iate Securities Fraud Causes of Action, Stan. L. Rev. (forthcommg 1998). 

7. See Todd S. Foster, Frederick C. Dunbar, Denise N. Martin, and Vinita M. 
Juneja, Federal Shareholder Class Action Filings Rise to Pre-Reform Act Levels 
as State Filings Fall, National Economics Kesearch Associates (July 1997) 
C?^RA 1997 Study") (reporting 23 State court filings in the first 5 months of 
1995, 53 in the first 5 months of 1996, and 21 in the first 5 months of 1997). 

8. See Price Waterhouse Securities Litigation Study 1 (1998) CTrice Waterhouse 
Studv") (reporting 67 State cases in 1994, 52 in 1995, 66 in 1996, and 44 in 
1997) (from data supplied by Securities Class Action Alert). 

9. NERA 1997 Study (reporting 69 Federal court filings in the first 5 months of 
1995, 47 in the first 5 months of 1996, and 78 in the first 5 months of 1997), 
and Price Waterhouse Study, supra (reporting 219 Federal cases in 1994, 164 
in 1995, 112 in 1996, and 171 in 1997). 

10. For example, out of the fifty-five 1996 State securities class action complaints 
obtained and reviewed by the staff of the SEC, 78 percent (43 complaints) were 
filed in one State alone, California, and only 7 percent (4 complaints) were filed 
in States where the issuer was not incorporated or did not have a principal 
place of business. Testimony of Arthur Levitt Before the House Commerce 
Committee, Finance and Hazardous Materials Subcommittee, October 21, 1997, 
at 16. 

11. See Proposition 201, Shareholder Litigation Reform Act (defeated in general 
election Mar. 26, 1996), reprinted in 2 Cal. Legis. Service A-22 to A-27 (West 
1996); See Proposition 211 (defeated in general election of November 1996 by 
a 3 to 1 margin), reprinted in 3 Cal. Legis. Serv. (West 1996). 

12. Diamond Multimedia v. Superior Court, No. S058723 (1997). 

13. Some California courts have been imposing their own stays on discovery in cir- 
cumstances where Federal courts would do likewise, thus frustrating plaintiffs 
who file parallel State and Federal actions to gain an advantage in obtaining 
discovery. See Milano v. Auhll, No. SB 213 476 (Cal. Super. Court, Santa Bar- 
bara County, Oct. 2, 1996), where both State and Federal claims were brought, 
discovery was stayed pending a motion to dismiss. Even in Sperber v. Buc6y, No. 
699812 (Cal. Super. Court, San Diego County, Oct. 25, 1996), where only State 
claims had been brought, defendants successfully are^ed that the court should 
look to the Federal law as persuasive authority for deciding whether to impose 
a stay. In Marinaro v. Superior Court of Santa Clara, 1996 Cal. LEXIS 6105 
(October 30, 1996), the California Supreme Court ordered an appellate court to 
reconsider a motion for stay where it appeared that plaintiffs sought discovery 
to gain an advantage in other actions filed in Federal court. All of these cases 
are discussed in a paper written by Professors Grundfest and Perino, Securities 
Litigation Reform: The First Year's Experience, Release 97.1, pages 45-46 (Cor- 
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nerstone Research, February 27, 1997). Other California cases siiggest a more 
liberal attitude toward discovery in State proceedines. See Oak Technology v. 
Superior Court of Santa Clara County, H016141, sbp op. (Cal. 6th ^p. Aug. 
14, 1997) (denying stay of discovery in three separate State court class actions); 
Pass V. Hyung Hwe Huh, No. CV758927 (Cal. Super. Court, Santa Clara County 
1997) (denying Diamond Multimedia's motion to stay proceedings pending reso- 
lution of a parallel Federal suit in the Northern District of California). 

14. See Prepared Statement of Arthur Levitt, Chairman, U.S. Securities and 
Exchange Commission, Before the Senate Committee on Banking, Housing, 
and Urban Affairs, Subcommittee on Securities, Concerning the Impact of 
the Private Securities Litigation Reform Act of 1995, July 24, 1997, citing 
Ariz. Rev. Stat. §§44-2081-2087; 1997 Mt. Laws §468; Ohio Rev. code Ann. 
§§1707.432438. 

15. Prepared Testimony of Bruce G. Vanvo, Before the House Committee on Com- 
merce, Subcommittee on Finance and Hazardous Materials, October 21, 1997. 
("Since the Reform Act was passed, securities class actions have been migrating 
to the State courts. . . . My experience over the last 18 months more than bears 
out this strategic shift from Federal to State court. ... [PllaintifEs are filing 
duplicative parallel class actions in the Federal and State courts, with the ob- 
jective of obtaining in State court the discovery they otherwise are denied in 
Federal court.") 

16. The Securities Class Battlefield Circa 1998, http://www.wsgr.com/Resources/Sec 
Lit/Recent/baUle.htm (February 12, 1998). 

17. Richard W. Painter, Sounding a False Alarm: The Congressional Initiative to 
Preempt State Securities Fraud Causes o( Action (manuscript distributod to var- 
ious Members of this Committee along with this statement). 

18. See Boris Feldman, Financial Fraud in the Era of Securities Reform, http:// 
www.wsgr.com at /Resource/Sec__Lit/Recent/finfraud.htm (February 12, 1998) 
(The safe harbor will go fJEur toward eliminating the classic fraud-by-hindsight 
suit filed when a company fails to satisfy quarterfy earnings expectations.'^; 
Boris Feldman, Cal. Law: A Briefing Provided by Wilson Sonsini Goodrich & 
Rosati, id. at wilson/wilson7.html (February 12, 1998) (The safe harbor seeks 
to encourage public companies to disclose forward-looking information by pro- 
tecting them firom suit if that information does not come to pass. Corporate 
coimsel and investor relations personnel will want to review tneir companies' 
disclosure practices to ensure thorough implementation of the safe harbor's re- 
quirements. The statute's protection is worth the effort.'^. All of the articles ap- 
pearing on Wilson Sonsini s Web page are followed by a statement that they are 

not legal advice." Despite this disclaimer, the articles are obviously intended 
for reading by an audience comprised mainly of clients, potential clients, and 
lawyers aofvising the firm's clients. Also, Wilson Sonsini presumably would not 
give legal advice to clients that contradicted statements that a senior partner 
of the firm is making on the firm's Web page. 

19. Marilyn Johnson, Ron Kasznik, and Karen Nelson, The Impact of Securities 
Litigation Reform on the Disclosure of Forward-Looking Information by High 
Technology Firms (January 2, 1998). See also id at 23. *^e find that there was 
a significant post-Act increase in both the firequency of firms issuing forecasts 
and the mean number of forecasts issued." 

20. Congress rejected President Clinton's efibrt to nationalize health insurance put 
forth in the proposed Health Security Act, S. 1757, 103d Cong., 1st Sess. (1993); 
H,R. 3600. 103d Cong., 1st Sess. (1993). 

21. See Personal Responsibility and Work Opportunity Reconciliation Act of 1996, 
Pub. L. No. 104-193, 110 Stat. 2105 (1996) (codified in scattered sections of 
8 U.S.C. and 42 U.S.C.) (returning power over welfare to the States). 

22. See Unfunded Mandates Reform Act of 1995, Pub. L. No. 104-4, 109 Stat. 48 
(1995) (codified in 2 U.S.C. 1501-1571 (1996)) (prohibiting new unfimded man- 
dates from Congress to the States). See also Terry E. Branstad, Governor of 
Iowa, Balancing the Budget: What Washington Can Learn From the States, Her- 
itage Foundation Reports, May 13, 1997 Tin just a little over two years, this 
Republican Congress has shifted the discussion in Washington, D.C. toward a 
balanced budget — something what was a rarity during the years of Democrat 
control. Furthermore, a debate over federalism and returning power to the 
States was unheard of in the past."). 

23. 15U.S.C. §77(k). 

24. 15U.S.C. §77(1). 

25. 15U.S.C. §78j. 
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26. See Section 16 of the 1933 Act, 15 U.S.C. §77p (The rights and remedies pro- 
vided by this Act shall be in addition to any and all other rights and remedies 
that mav exist at law or in equity^; and Section 28(a) of the 1934 Act, 15 U.S.C. 
§ 78bb(a) (The rights and remedies provided by this Act shall be in addition to 
any and all other rights and remedies that mav exist at law or in equityT), Dou- 
ble recovery, however, is not allowed. Id. CIBjut no person permitted to main- 
tain a suit for damages under the provisions of this Act shall recover, through 
satisfaction of judgment in one or more actions, a total amount in excess of ms 
actual damages on account of the act complained of.'O. 

27. Central Bank v. First Interstate Bank, 511 U.S. 164 (1994). 

28. Lampf, Pleva, Lipkind, Prupis & Petigrow v. Gilbertson, 501 U.S. 350 (1991). 

29. Blue Chip v. Manor Drug Stores, 421 U.S. 723 (1975) (holding that a plaintiff 
has no standing to sue under Section 10-b of the 1934 Act imless an actual pur- 
chaser or seller of securities). 

30. See Blue Chip Stamps, supra at 737 (''When we deal with private actions under 
Rule lOb-5, we deal with a judicial oak which has grown from little more than 
a lepiislative acorn."); Central Bank, supra at 171 (iust as Blue Chip Stamps 
declmed to impute to Congress an intent to expand the plaintiff class for a judi- 
cially implied cause of action, "it would be just as anomalous to impute to Con- 
gress an intention in effect to expand the defendant class for lOb-5 actions.") 

31. See e.|f. Blue Chip Stamps, supra at 738, n.9 (1975) (pointing out that disadvan- 
tages miposed on investors by the Court's holding "are attenuated to the extent 
that remedies are available to nonpurchasers and nonsellers under State law. 
Cf §28 of the 1934 Act, 15 U.S.C. §78bb."). 

32. See e.g. 15 U.S.C. §78u-4(b) (pleading requirements); 15 U.S.C. §§77z-l(b), 
78u-4(bX3XB) (stay of discovery); and 15 U.S.C. §78u-5 (the safe harbor for 
forward-looking statements). 

33. See colloquy of Representative Christopher Cox with Professor Daniel Fischel, 
Hearings Concerning the Common Sense Legal Reform Act. Subcommittee on 
Telecommunications and Finance, House Committee on Commerce, January 19, 
1995, at 110 ("Mr. Cox. So if you were a plaintiff, who like any plaintiff has 
a choice of forum, and if you were one of the investors who were defrauded in 
Orange County, for example, you might file your suit in State court or in Fed- 
eral Court, dependinfi" on how you saw your advantage. . . . Mr. Fischel. Yes, 
you would still have me same cnoice of forums.''). 

34. See ej. In re Silicon Graphics, Inc. Sec. Litig., 1996 U.S. Dist. LEXIS 16989, 
1996 WL 664639 (N.D. Cal. 1996) (reaffirmed on motion to reconsider at 1997 
WL 285057). The Silicon Graphics case is currently on appeal to the NinUi Cir- 
cuit, and the SEC has filed an amicus brief protesting the district court's depar- 
ture from the recklessness standard. See Brief of the Securities and Exchange 
Commission, amicus curiae. In re Silicon Graphics Sec. Litig., Fed. Sec. L. Rep. 
99, 325 (N.D. Cal. 1996) (No. 96-0393). 

35. Joseph A. Grundfest, Disimplying Private Rights of Action under the Federal 
Securities Laws: The Commission's Authority. 107 Harv. L. Rev. 963 at 1009 
(1994). Lronically, Professor Grundfest expliatiy states in that article, published 
only 4 years ago, that there is little prospect that Congress will preempt the 
State private rights of action that womd lunit changes to Federal law "through 
administrative disimplication." While Congress "hais the power to oust State 
regulation from the neld, that power has not been exercised, and Congress has 

S'ven no indication that it intends to exercise it." Id. See also, Joseph A. 
rundfest. Why Disimply, 108 Harv. L. Rev. 740 (1995). 

36. See Roberta Romano, Empowering Investors: A Market Approach to Securities 
Relation, Yale Law Journal (forthcoming 1998) (suggesting that com- 
petitive federalism would be as viable an alternative in securities regulation as 
it is in corporate law). 
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EXHIBIT A 

January 23, 1998 

Dear Senators and Members of Congress: 

We are professors of securities regulation and corporate law at law schools 
throughout the United States. Our teaching and scholarship focus on the coexistent 
Federal and State systems for the regulation of securities, an extraordinary example 
of cooperation between the public and private sectors that has created for American 
businesses the largest capital market in the world, and for investors one of the 
safest. As events elsewhere in the world over the past few weeks so aptly dem- 
onstrate, the stability and integrity of our capital markets is one of our most impor- 
tant national accomplishments. 

We are very concerned about legislation now pending in Congress that would pre- 
empt private rights of action for securities fraud in class actions brought under the 
statutes and common law of all 50 States.^ This sweeping Federal preemption of 
State law is being proposed less than 1 year after the National Securities Markets 
Improvement Act of 1996 preempted State "merit review^ of most securities ofifer- 
ings, and 2 years after the Federal litigation system itself was overhauled by the 
Private Securities Litigation Reform Act of 1995 (the ''1995 Act"), which made it 
more difficult for investors to recover for securities fraud in Federal court. Defend- 
ants in securities fraud suits now ar^e that the 1995 Act contained a 'loophole" 
because it did not overturn Congress' decision in 1933 and 1934 to leave State fraud 
remedies intact.^ 

Arthur Levitt, the Chairman of the Securities and Exchange Commission, how- 
ever, has strongly urged Congress to wait until more is known about the impact of 
the 1995 Act on litigation in Federal and State courts before considering legislation 
preempting State rights of action.^ We also believe that Congress shouldf wait to as- 
certain tiiie effects of the 1995 Act, as well as the direction of State law, before en- 
acting any legislation that would undercut the lon^tanding role that State law has 
had in protecting investors from securities fraud. The complex relationship between 
Federal and State securities la¥ni needs to be more fully understood before investors 
are denied the protection of either body of law. 

We therefore urge you and your colleagues at this time not to support S. 1260, 
H.R. 1689, or any other legislation that would deny investors their right to sue for 
securities fraud under State law. 



Very truly yours, 



/signatures attached/ 



^See S. 1260, 105th Congress, Ist Sess. (1997) (the Securities Litigation Uniform Standards 
Act of 1997) (the "Gramm-Dodd bill"); and H.R. 1689, 105th Congress, 1st Sess. (1997) (the 
-White-Eshoo bill"). 

3 See Section 16 of the 1933 Act, 15 U.S.C. §77p (1996), and Section 28(a) of the 1934 Act, 
15U.S.C.§78bb(a)(1996). 

3 Prepared Statement of Arthur Levitt, Chairman, U.S. Securities and Exchange Commission, 
Before the Senate Committee on Banking, Housing, and Urban Affairs, Subconunittee on Securi- 
ties, Concerning the Impact of the Private Securities Litigation Reform Act of 1995, July 24, 
1997. 
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January 23, 1998 

Dear Senators and Members of Congress: 

As signatories to the attached letter, we write to explain in more detail some of 
our reasons for opposing the legislation pending in Congress that would preempt 
private rights of action for securities fraud in class actions brought under State law. 

First, the arguments made in favor of preemption are not based on proven statis- 
tical evidence or a complete evaluation of political developments that have occurred 
in the States since the 1995 Act. Two academics who support preemption of State 
law, Joseph Grundfest and Michael Perino of Stanford Law School, have testified 
before Congress about statistics compiled at Stanford showing that the 1995 Act was 
followed by an onslaught of State court litigation, most of it in California.^ No aca- 
demics opposed to the preemption legislation were called to testify. Although the 
high-technology industries of Silicon Valley, one of the largest single group of de- 
fendant issuers in securities fraud class actions, have seized upon these statistics 
to argue that litigation is migrating from Federal to State court, new statistical evi- 
dence from 1997 demonstrates that such a conclusion is premature. Levels of litiga- 
tion in State courts in 1997 appear to have declined significantly.^ 

Second, although the proposed legislation would preempt private rights of action 
in all 50 States, its impetus is concern about litigation in a single State. As mani- 
festly clear firom the residency of persons on the witness list for the hearings this 
past summer and fall, as well as fi^m their testimony, litigation in California is the 
principal target of the proposed legislation. Debate over California law, however, is 
already taking place in California, and so far it appears that this debate can be sat- 
isfactorily resoWed in California. Two ballot measures were proposed in California 
in 1996, the first seeking to change California law in a pro-defendant direction and 
the second seeking changes that would favor plaintiffs. California voters, however, 
rejected both measures, the pro-plaintifif measure being rejected by a noticeably 
wide margin.^ Meanwhile, the Califomia Supreme Court is reviewing a lower court 
ruling allowing a nationwide class of investors to sue in a Califomia court over 
alleged fraud in the sale of securities by a California-based issuer.^ Califomia courts 
are also deciding how to respond to plaintifiis who file suits in State court merely 
to obtain discovery that is unavailable in parallel actions brought in Federal court.^ 
Although these issues remain unresolved in Califomia, developments in other 
States demonstrate that, to the extent State law governing securities litigation is 



1 Testimony of Professor Joseph A. Grundfest, Hearing on Securities Litigation Abuses, 
Subcommittee on Securities, U.S. Senate Committee on Banking, Housing, and Urban Affairs, 
Julv 24, 1997; Testimony of Michael A. Perino Before the House Commerce Conmiittee, Finance 
and Hazardous Materials Subconmiittee, October 21, 1997. 

3 See Todd S. Foster, Frederick C. Dunbar, Denise N. Martin, and Vinita M. Juneia, Federal 
Shareholder Class Action Filings Rise to Pre-Refbrm Act Levels as State Filings FaU^ National 
Economics Research Associates. July 1997. 

^See Proposition 201, Shareholder Litigation Reform Act (defeated in general election Mar. 
26, 1996), reprinted in 2 Cal. Legis. Service A-22 to A-27 (West 1996); See Proposition 211 (de- 
feated in general election of November 1996 by a 3 to 1 margin), reprinted in 3 Cal. Legis. Serv. 
(West 1996). 

* Diamond Multimedia v. Superior Court, No. S058723 (1997). 

ssome Califomia courts have been imposing their own stays on discovery in drcumstanoes 
where Federal courts would do likewise, thus firustrating plaintiffs who file parallel State 
and Federal actions to gain an advantage in obtaining discovery. See MHano v. AuhU, No. 
SB 213 476 (Cal. Super. Court, Santa Barbara County, Oct. 2, 1996), where both State and 
Federal claims were brought, discovery was stajred pending a motion to dismiss. Even in Sperber 
V. Bixbv, No. 699812 (Cal. Super. Court, San Diego County, Oct. 25, 1996), where onlv State 
claims had been brou£^t, defendants successfully argued that the court should look to the Fed- 
eral law as persuasive authority for deciding whether to impose a stay. In Marinaro v. Superior 
Court of Santa Clara, 1996 Cal. LEXIS 6105 (October 30, 1996), the Califomia Supreme Court 
ordered an appellate court to reconsider a motion for stav where it appeared that plaintifib 
sought discovei^ to gain an advantage in other actions filed in Federal court. All of these cases 
are discussed in a paper written by Professors Grundfest and Perino, Securities Litigation 
Reform: The First Years Experience, Release 97.1, pages 45-46 (Cornerstone Research, Feb- 
ruary 27, 1997). Other Califomia cases suggest a more liberal attitude toward discovery in State 
proceedings. See Oak Technology v. Superior Court of Santa Clara County, H016141, slip op. 
(Cal. 6th ^>p. Aug. 14, 1997) (denying stay of discoveiy in three separate State court class ac- 
tions); Pass V. Hyunf Hwe Huh, No. CV758927 (Cal. Super. Court, Santa Clara County 1997) 
(denying Diamond Multimedia's motion to stay proceedings pending resolution of a parallel Fed- 
eral suit in the Northern District of California). 
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changing, it is changing in the same direction as the Federal law, in a decidedly 
pro-^fendant direction.^ 

Third, Federal remedies for securities fraud have been shaped over the past 60 
years by the assumption that defrauded investors denied access to Federal courts 
can pursue their daims under State law. The Congress that chose which private 
remedies to eiroressly bestow in the Securities Act of 1933 and the Securities Ex- 
change Act of 1934, as well as the Con^ss that passed the 1995 Reform Act, knew 
that State causes of action for securities fraud were bein^ preserved^ Courts that 
have interpreted implied private riehts of action under tne Federal statutes have 
likewise assumed the availability of alternative State law remedies.® We ask you 
also to recognize the value of State anti-fraud laws in the Federal system, particu- 
larly if future legislation and judicial decisions make Federal law even more inhos- 
pitable for investors.* 

Fourth, as Chairman Levitt discussed in his testimony, claims of fiduciary breach 
are already litigated under State corporate law.^<> Federal preemption of State secu- 
rities law claims would require litigants to plead these two sometimes inseparable 
causes of action in different courts, a requirement bound to make litieation more 
expensive, less efficient, and less flexible. A related concern is that the language in 
all of the bills proposed so far might result in unanticipated preemption of State 
causes of action, for example an action for breach of fiduciary duty and misleading 
statements by corporate oirectors in connection with a merger or other change-in- 
control transaction. 

Fifth, any preemption legislation should be narrowlv drafted to address known 
problems with class action litigation in State courts. Before erasing private rights 
of action that have existed in the States for almost a century, we need to know, and 
at this point simply do not know: (i) whether a significant number of suits will mi- 
grate firom Federal to State courts because of the 1995 Act; (ii) whether these suits 
have less merit than suits filed in Federal court; (iii) whether State courts will allow 
plaintiffs to use parallel State court litigation to circumvent the new limitations on 
discovery in Federal court; (iv) whether most States will continue the current trend 
toward conforming State law to the decidedly pro-defendant leanings of the Federal 
law; and (v) whether State courts or legislatures will endorse efforts to create na- 
tionwide classes of plaintiffs in State court, and if so, whether the defendants in 
these suits will have significant contacts with the State in question. If problems in 
one or more of these areas prove insurmountable at the State level. Congress should 
address such problems, but with far more narrowly written legislation than the bills 
currently under consideration. 

Finally, we are concerned that none of the proposed bills addresses problems 
arisinj^ from the Supreme Court's holding in Matsushita Electric Industrial Co. v. 
Epstein,^^ that Federal courts must give full faith and credit to State court settle- 
ments of Federal claims concurrently being litigated on behalf of an overlapping 
class in Federal court. Although the Matsushita holding could undermine Feaeral 



*See Prepared Statement of Arthur Levitt, Chairman, U.S. Securities and Exchange Commis- 
sion, Before the Senate Committee on Banking, Housing, and Urban Affairs, Siibcommittee 
on Securities, Concerning the Impact of the Private Securities Litigation Reform Act of 1995, 
July 24, 1997, citing Aru. Rev. Stat. $$44-2081-2087; 1997 Mt. Uws $468; Ohio Rev. code 
Ann. $$1707.432438. 

''See Section 16 of the 1933 Act, and Section 28(a) of the 1934 Act (expressly jpreservingState 
law remedies). See also colloquy of Representative Christopher Cox with Professor Daniel 
Fischel, Hearings Concerning the Common Sense Legal Reform Act. Subcommittee on Telecom- 
munications ana Finance, House Committee on Commerce, January 19, 1995, p. 110 (discussmg 
how changing the Federal law would create more options for plaintiffs who would have a choice 
of forum between Federal and State court). 

*See e.g. Blue Chip Stamps v. Manor Drug Stores, 421 U.S. 723, 738, n.9 (1975) (holding that 
a plaintin has no standing to sue under $ 10-b of the 1934 Act unless an actual purchaser or 
seller of securities, and pomting out that disadvantages imposed on investors by tms seemingly 
arbitrary restriction, ''are attenuated to the extent that remedies are available to nonpurchasers 
and nonsellers under State law. Cf. $28 of the 1934 Act, 15 U.S.C. $78bb.''). 

* For example, some Federal courts have held that the 1995 Act precludes suits under $ l(Kb) 
/ plaintiffs who can show recklessness, but not intent to defiitiud. See e.g. In re Silicon 
trophies. Inc. Sec. Lit, 1996 U.S. Dist. LEXIS 16989, 1996 WL 664639 (N.D. Cal. 1996) (re- 
affirmed on motion to reconsider at 1997 WL 285057). The SUicon Graphics case is current^ 
on appeal to the Ninth Circuit, and the SEC has filed an amicus brief^ protesting the district 
court's departure from the recklessness standard. See Brief of the Securities and Exchange Com- 
mission, amicus curiae. In re SUicon Graphics Sec. LUig., Fed. Sec. L. Rep. 99, 325 (N.D. Cal. 
1996) (No. 96-0393). 

^® Testimony of Arthur Levitt, supra note 6. 

" 116 S.Ct. 873 (1996). 
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courts' authority to reject settlements of Federal claims where plaintiffs have re- 
ceived inadeauate representation from their counsel, this issue is ignored by all of 
the current drafts of Federal preemption legislation. Any Federal legislation affect- 
ing State class action litigation should either bar Federal securities law claims that 
have been filed in Federal court from being settled in parallel State court proceed- 
ings, or at least make it clear that Federal judges have the authority to review such 
settlements for adequate representation of the parties concerned. 

For the foregoing reasons, we urge you at this time not to support the pending 
legislation that would deny investors their right to sue for securities fraud under 
applicable State law. 



Very truly yours, 



lan^res 

Yale Law School 

Stephen M. Bainbridge 

University of California at Los Angele 

Douglas M. Branson 
University of Pittsburgh 

William W. Bratton 
Rutgers University 

John C. Coffee, Jr. 
Columbia University 

James D. Cox 
Duke University 

Charles M. Elson 
Stetson University 

Theresa A. Gabaldon 

George Washington University 

Nicholas L. Georgakopoulos 
University of Connecticut 

James J. Hanks, Jr. 
Cornell Law School 

Fred S. McChesney 
Cornell Law School 

Lawrence E. Mitchell 

George Washington University 



Donna M. Na^ 
University of Cincinnati 

Jennifer OUare 

University of Missouri, Kansas City 

Richard W. Painter 
University of Illinois 

William H. Painter 

George Washington University 

Margaret V. Sachs 
University of Georgia 

Joel Seligman 
University of Arizona 

D. Gordon Smith 
Lewis and Clark 

Marc L Steinberg 

Southern Methodist University 

Robert B. Thompson 
Washington University 

Mannin|f G. Warren III 
University of Louisville 

Cynthia A. Williams 
University of Illinois 
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PREPARED STATEMENT OF MICHAEL H. MORRIS 

Vice President and General Counsel, Sun Microsystems, Inc. 
February 23, 1998 

Mr. Chairman and Members of the Subcommittee, Sun Microsystems is honored 
to be invited to testify on an issue that is important to every American who works 
or invests in high-technology companies. 

I am Vice President ana General Counsel of Sun Microsvstems, Inc. of Mountain 
View, California. Founded only 16 years ago in 1982, analysts estimate that Sun's 
revenues will exceed $10 billion for the fiscal year ending June 30, 1998. and the 
company employs over 22,000 people worldwide. We are one of the world s leading 
manufacturers of computer workstations and servers, and related software. In fiEtct, 
approximately 50 percent of all our sales are exports. We ei^jov the leading market 
snare in our segment of the industry in Japan— nSun is the onw American company 
ei^joying market share leadership in any significant segment of the computer indus- 
try m mat country. Sun has been a public company since 1986. We are proud of 
tms record of success and determined to continue it. 

Five years ago, our CEO, Scott McNealv, testified before the Full Committee 
about securities class action lawsuits that had been brought against Sim and the 
lasting impact of that litigation on the company and its investors. You and your col- 
leagues heard us and responded. To address clear evidence of abuses in the system. 
Congress passed the Private Securities Litigation Reform Act of 1995 — ^landmark 
legislation intended to preserve a meaningful deterrent to fraud while eliminating 
the frivolous ''strike suits" that had come to characterize the lOb-5 cause of action. 
We strongly supported that legislation and applauded its passage. Today, I appear 
before you again on behalf of Sun to urge you to address an unSnished part or the 
reform agenda that none of us could have fully anticipated 5 years ago. 

The Unintended Effects of the Private Securities Litigation Reform Act 

From the moment the 1995 Reform Act was passed, plans already were underway 
to subvert it. The securities bar's first effort was in tne form of an initiative on the 
1996 general election ballot in California, known as Proposition 211, that would 
have radically expanded the securities fraud cause of action in that State. B3r most 
assessments, the provisions of Trop. 21 1** would have exposed companies, their ofiEL- 
cers, directors, and advisers to even greater liability than had existed under Federal 
law prior to the passage of the Reform Act. The business community, investor orga- 
nizations, pension funds, and many others mounted a massive effort to educate tne 
Eublic about the threat that Trop. 211'VDosed to the California economy. Notably, 
oth Presidential candidates — ^President Clinton £uid Senator Dole — also opposed the 
initiative. Fortunately, the voters ultimately rejected Proposition 211 by a three-to- 
one margin, sending vet another unmistakable signal that the American public was 
fed up with lawsuit abuses. 

But even before this initiative was defeated, the securities bar was employing ^t 
another tactic to circumvent the Reform Act's provisions; the filing ot securities 
fraud class actions in State courts was already a well-established practice by No- 
vember 1996. This development has been dismissed by some as unremarkable, not- 
ing that the number of cases filed in State court is relatively modest. But this "it's 
no big deal" attitude is not shared b]r those of us who have been the victims of class 
action abuses and who know of their lasting impact. On the contrary, from Sun's 
perspective, the migration of securities class action lawsuits to State court puts us 
and other growth companies in much the same posture as prior to 1995. As a busi- 
ness proposition, the real and viable threat of securities class actions in State court 
forces us to act as if the Reform Act was never passed at all. This is true without 
regard to the number of cases in State court in £uiy given year. 

State court litigation of this type undermines virtually every objective Congress 
sought to achieve in the 1995 legislation, it particularly subverts the goal of increas- 
ing company disclosure of forward-looking information to investors. Congress cor- 
rectly recognized that the release of corporate information is of enormous value in 
the marketplace. It can assist in capital formation, increase share prices and en- 
hsmce shareholder values, reduce volatility and increase the liquidity of share 
prices, benefit investors by leading to more efficient pricing of shares, and equalize 
the availability of information to participsmts in the markets. To realize these maii^ 
benefits. Sun and other growth companies encouraged Congress to provide a ''safe 
harbor" in Federal law to encourage responsible forward-looking statements by cor- 
porate officials. But the advent of State class action litigation has foiled this provi- 
sion for one simple yet compelling reason: We continue to be exposed to class action 
lawsuits in State courts for disclosures that would be protected by the Federal safe 
harbor. 
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Put another way, until uniform standards make the safe harbor a true national 
standard, the safe harbor that Congress enacted in 1995 cannot have its intended 
effect. 

Regretfully, Sun adopted a limited disclosure policy in response to being sued in 
Federal and State court in the early 1990's — and that policy remains in effect today. 
We did not adopt this policy by choice; we adopted it by necessity. 

The Impact of Securities Class Action Lawsuits: Limited Disclosure 

Sim Microsystems, Inc. has had only one unprofitable quarter in its history since 
going public in 1986— and that was the quarter in which we were sued. A complaint 
was filed against Sun in Federal court in May 1989 within a matter of days after 
issuing a special public advisory indicating that we would not meet Wall Street ana- 
lysts' exnectations and might suffer a loss. Three months later, when we released 
our results for the quarter in July 1989 showing the loss, two more class actions 
were filed. Eventually, all five cases were consolidated into a single matter in Fed- 
eral district court. In ttie September quarter of 1990, Sun reportea earnings approxi- 
mately 10 cents per share below the consensus of the analysts' estimates, but still 
showing a profitable quarter. Nevertheless, we once again were served within a 
matter of days with two Federal class action lawsuits, which were consolidated into 
a single action. 

Sun litigated these two matters vigorously, spending over $2.5 million on attorney 
fees and expenses in the period from June 1989 through January 1993; our directors 
and officers liability earner spent approximately $2 million more. These figures do 
not include the public relations costs, many hours of senior management time di- 
verted to the litigation, and the uncertainty generated by the situation. Faced with 
an estimated $300 million of potential theoretical damages, only $35 million of 
which was insured, our Board regarded it as a matter of fiduciary duty to explore 
settlement seriously, even though the idea of settling was deeply offensive to us. But 
the grim prospect of a jury trial, with all of its inherent unpredictability, forced us 
to consider any kind of "reasonable" settlement that mi|^ht be achieved. Accordingly, 
the company agreed to settle the first matter for $25 milHon, half of which was paid 
by the insurance carrier; and the second matter for $5 million, half of which also 
was paid by insurance. Of course, one-third of these settlements went to plaintiffs' 
counsel, not to any shareholder. 

Unbelievably, after settlement of these two matters had been announced, we were 
served with a shareholder derivative complaint in State court putatively broup^ht on 
behalf of the corporation against the company's board and officers. A derivative ac- 
tion attacking the settlement of a securities class action was unprecedented at that 
time. This State action claimed that the settlement of the class actions was too gen- 
erous, the result of mismanagement, and was improperly apportioned between the 
company and the insursmce carrier. In addition, plamtins' counsel also threatened 
to file a claim alleging insider trading for trades which occurred outside and, indeed, 
well after the original class actions. This exposed our senior officers and directors 
to substantial risk imder circumstances where neither the company nor its insur- 
ance carrier could indemnify them in the event of an unfavorable judgment. Fur- 
thermore, the initial derivative action placed at risk the settlement in the Federal 
cases that we had worked so long and hard to achieve. As a consequence, we settled 
the two derivative actions for an amount that was less than the en>ected cost of 
a jury trial (though morally outrageous), spending over $500,000 in legal fees and 
expenses in the process. 

Prior to both the Federal and State lawsuits. Sun's managers went to very great 
lengths to describe the risks as well as to acknowledge our inability to be precise 
in our estimates of Sun's future performsmce. But we were not perfect; we were not 
fortimetellers. Indeed, in £ui industry that is as fast-paced and volatile as the com- 
puter industry and with a company that was £uid is growing as rapidly as Sun, it 
IS inevitable that management's estimates of quarterly results are, sooner or later, 
going to be inaccurate. In the litigation environment that existed in the early 1990's, 
our Board decided that the legal risks of providing earning and revenue projections 
to Wall Street analysts simpfy were too nigh. Thus, the Board instructed manage- 
ment to adopt a poucy of limited guidsmce — ^in effect ''chilling" disclosure. This was 
to be the most lasting consec^uence of our litigation experience. 

Since 1989, Sun luis provided no revenue or earnings projections to Wall Street 
and has refused to comment on analysts' independent projections. The most we will 
do is give 'i^nal" guidance on the general state of the business. As you may imag- 
ine, the principal Wall Street analysts have never been happy with this policy. It 
requires them, to a significant extent, to ''fly Mind" — ^meaning that their estimates 
of Sun's future performance are bound to be less accurate than otherwise would be 
the case if we made more complete disclosures, and placing them at risk with re- 
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spect to their clients and customers. Moreover, the estimates of the analysts who 
regularly follow the company have a much broader range than would be the case 
if we could make fuller disclosure, which likely depresses the stock price since inves- 
tors hate uncertainty. And our capital costs are higher. 

Despite these real costs, we adopted this limitea disclosure policy in 1989 because 
the potential liability exposure was even more onerous. Unfortunately, the migra- 
tion of securities class actions to State courts leaves us in the same regrettable posi- 
tion today, despite passage of the Reform Act in 1995. 

The Need For Uniform Standards Legislation 

One of the primary reasons that Sun supports uniform standards legislation is to 
end this Hobson's choice between limiting liability and limiting shareholder value. 

The value of greater corporate disclosure is simply b^nd Question. Members of 
Congress firom both parties, the President, the Securities ana Exchange Commis- 
sion, and manv of the Nation's largest pension funds, among others, iQl endorsed 
provisions in the 1995 legislation to encourage disclosure. Academic literature over- 
whelmingly endorses its value. And Sun's own experience confirms that policies of 
limited cusclosure likely reduces shareholder values, amone other effectB. Absent 
uniform standards legislation to make the Federal safe harbor truly effective, the 
benefits of the increai^ flow of information simply will not be realized. 

While the disclosure impact is our overriding concern, uniform standards leg- 
islation also would reduce other burdens on America's growth companies. E^pite 
competing in the international marketplace and listing our securities on national 
exchanges, we now have a litigation system that exposes every company — ^its inves- 
tors, employees, and management — ^to potentially enormous class action lawsuits in 
50 States under 50 difierent legal ana procedural standards. The disproportionate 
target of these State court suits continues to be high-tedmology and Diotedinology 
companies — ^the vei3r businesses that are driving our Nation's economic revival and 
creating more new jobs than at any time in our history. The economic conditions 
that characterize high-growth companies, such as volatile stock prices and unpre- 
dictable sales results, are the very conditions that plaintifis' lawyers seize upon to 
file abusive claims. In 1995, Congress recognized the benefits that securities lit^^- 
tion reform would bring to all investors and workers in the growth economv. Todav, 
Congress has the opportunity to realize the full potential of those reforms by estab- 
lishing uniform national standards to end the migration of securities class actions 
to State courts. 

On behalf of all of Sun's employees, investors, officers, and directors, we thank 
the Subcommittee for considering tnis important legislation. 
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Chairman Gramm, Senator Dodd, and Members of the Subcommittee, I appreciate 
the opportunity to present testimony on behalf of the Consumer Federation of Amer- 
ica concerning S. 1260, the ''Securities Litigation Uniform Standards Act of 1997." 
CFA is a non-profit association of more than 250 pro-consumer groups that was 
founded in 1968 to advance the consumer interest through advocacy and education. 
As such, we have a longstanding interest and involvement in investor protection 
issues. 

Introduction 

Consumer groups have a uniquely balanced view of securities litigation issues, 
representing, as we do, both defrauded investors and the shareholders who pay the 
price when a corporation is the target of abusive litigation. As such, while we have 
a strong interest in protecting the rights of defrauded investors to recover their 
losses, we have no interest in preserving a system that promotes firivolous litigation, 
if such is the case. Since these issues were first raised in Congress, our goal has 
been to seek a solution to the problem of frivolous litigation that does not unneces- 
sarily limit defrauded investors' right to redress. We opposed the Private Securities 
Litigation Reform Act (and supported alternative legislation), because the PSLRA. 
failed that test of balance. That is also a migor reason why we must oppose S. 1260, 
the ''Securities Litigation Uniform Standards Act of 1997." 

A more detailed explanation of our opposition to S. 1260 follows. 
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L Hm LegUatioa Is PkMUtaTO 

S. 1260 proposas to impoM Fedovl itaiidardi for class actioiis invohriDg securities 
traded on a natumal wrfthange without knowing what those Federal standards are, 
Imw well th^ will solve tho problems Congress set out to address when it passed 
the PSLRA, and to what degree th^ will a£bct the ability of meritorious cases to 
go forward and the ahiUty of fraud victims to recover their losses. 

As you know, legislation is not complete when it is enacted by Congress. Only 
fdien it has beoi intmreted in the courto can we know whether a law will actually 
oporate as intended. Because that judicial interpretation of the PSLRA has just 
begim, we wfll not know tho fiiU e£EBcts of the Act for several years.^ At a minimum, 
msk, Coogreas should preserve access to State courto until we can be certain that 
tiie Federal law is not limiting the recoveries of legitimately defrauded investors. 

A. The PSLRA'& Safe Harbor is a Radical Experiment 

CautkMi is particularly warranted in this instance, because the PSLRA has at ite 
heart a radical eqp«riment of hi|^y questionable benefit to investors— the safe har- 
bor for forward-kmdng statomente. In order to provide investors with more informa- 
tion, and thus improve the e£Bciency with which the market allocates capital, the 
PSLItA protecto mrward-lookinf statemente from liabili^, even when knowinglv 
folse or made wiUi a reddess disregard for the truth. It is difficult to understand, 
however, how investors or the market wiU benefit from increased information if they 
cannot re^ on Uiat information as accurate. 

It is not that long ago that forward-looking statemente were actually prohibited 
on the grounds that tiiey were inherenUy misleading and subject to manipulation. 
Reading the testimony presented to the Subcommittee on October 29 by the Amer- 
ican Electronics Association, the Software Publishers Association, and Uie National 
Association of Manufacturers, it is easy to see why. All three witaesses described 
a host of circumstances that make it extremely difficult, even impossible, to provide 
forward-looking information with a high degree of accuracy. As Robert C. Hincklev 
said in his testimcmy, 'The sheer unpredictability of the market for these new proa- 
ucto, and of the associated revenues, make the business of forecastin|f extremely 
difficult for most technology companies." ^ Or, as Charles A. Laverty said, ''When a 
company is growing rapidly, it is impossible to predict with a high degree of accu- 
ral what will occur— and what the impact will be on earnings — ^for even a 90-day 
period."^ Thus, even when companies are operating with the best of intentions, the 
forward-looking information they provide may be ofhighly questionable value. 

The business of providing forward-looking statemente is further complicated by 
the fact that companies, particularly high-t^ and other erowth companies, operate 
in an extremely competitive marketplace, where one of the chief commodities they 
compete for is investment capital. Ai Hinckley explained in his October testimony, 
the primary motivation for companies to provide forward-looking information is to 
i>roaden and diversify the public ownership in their companies, and stimulate addi- 
tional investor interest in their stocks." Given these circumstances, and the fact that 
forecasting is at best an inexact science, it would not be surprising to find compa- 
nies issuing forward-looking statemente that create a somewhat rosier picture than 
the facte may warrant, particularly if those statemente are protected firom liabiUty. 
Add in Federal and State regulators that don't begin to have the resources to police 
all sudi cases, and the potential decrease in market integrity is enormous. 

Interestingly, the first migor study of companies' use of the new safe harbor found 
that firms are providing forward-looking information more firequentlv and in more 
detail since the PSLRA^ passage.^ The study also foimd, however, that companies' 



1 This view has also been expressed by the Securities and Exchange Commission in its Report 
to the President and the Congress on the First Year of Practice Under the Private Securities lAti- 
gation Reform Act of 1995, U.S. Securities and Exchange Conmiission, Office of the General 
Counsel, April 1997, and more recently in its October 29, 1997 testimony before this Subcommit- 
tee. See also Testimony of Michael A. Ferine, Stanford Law School, Before the Subcommittee 
on Finance and Haziuroous Materials of the House Commerce Committee, October 21, 1997. 

2 Statement of Robert C. Hincklev, 'N^ce President, Strategic Flans and Programs, Xilinx, on 
behalf of the American Electronics Association, before the Securities Subcommittee of the Senate 
Committee on Banking, Housing, and Urban Affairs. October 29, 1997. 

'Stetement of Charles A. Laverty, Chairman and CEO, Imagyn Medical Technologies, on be- 
half of the National Association of Manufacturers, submitted to the Securities Subcommittee of 
Hoe Senate Committee on Banking, Housing, and Urban Affairs, October 29, 1997. 

^The Impact of Securities Utigation Reform on Disclosure of Forward-Looking Information Bv 
High Technology Firms, Marilyn Johnson, University of Michigan Business School, Ron Kasznik 
and Karen K Nelson, Graduate School of Business, Stanford University, January 5, 1998, 
pg. 1-2. 
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prqjections are somewhat less accurate than they were before the PSLRA's passaee.^ 
As iudicial decisions are handed down defining appropriate use of the safe harbor 
and companies eain experience with the Act, tnev are likely to make even ^ater 
use of the safe harbor. Then, and only then, will we bean to set a better idea of 
whether the information offered has significant value and whether this radical ex- 
periment offers benefits that outweigh its costs. Without that information, it would 
be irresponsible for Congress to furtner extend the safe harbor's provisions by pre- 
empting State laws. 

B. Not Enough Evtoence Exists About the Reasons Lawsuits Are Being 
Brought in State Court On Which TO Base an Appropriate Response 

S. 1260 is based on the assumption that all, or virtually all, class action lawsuits 
bein^ brought in State court since passage of the PSLRA are abusive strike suits 
seeking to avoid the ''reasonable'' protections contained in the Federal law. It is just 
as easv, however, to make the argument that those lawsuits are meritorious cases 
beine brought in State court because the Federal law imposes unreasonable burdens 
on piaintifn. Based on the evidence currently available, it is impossible to know 
which view comes closer to the truth. However, that is important information to 
have if Congress is to craft an appropriate solution to this perceived problem. IL 
for example, the problem is an overly restrictive Federal law. then Congress shoula 
focus on fixing the Federal law, not on further extending its flawed provisions. 

For example, the SEC noted in its report that, since passa^ of tne PSLRA^ there 
"seems to be a real decline in the number of lawsuits against secondary aefend- 
ants."^ The study dtes as one possible cause the ''inability to get discovery which 
might reveal misconduct by secondary defendants." As the study goes on to explain, 
secondary defendants are less likelv to be named in initial complaints because of 
the Act's heightened pleading standards. Because "complaints are customarily met 
with a motion to dismiss, discovery can be stayed for a vear or more after the com- 
plaint is filed." Combine this with the restrictive Federal statute of limitations, 
which requires that lawsuits be brought within a year of discovery of the wrong- 
doing, and lawsuits against secondary defendants can become all but impossible to 
pursue. 

This barrier does not discriminate between meritorious and firivolous lawsuits. 
It does make it that much more difficult for defrauded investors to fully recover 
their losses. If plaintiffs' attorneys are filing parallel lawsuits in State court to get 
access to discovery that allows them to press a legitimate claim against secondary 
defendants — ^a claim that would be impossible to pursue in Federal court — ^then the 
proper solution is to fix the Federal law, by extending the statute of limitations, for 
example. 

Wim regard to the safe harbor, if, as some corporate officials told the SEC, compa- 
nies are railing to use the safe narbor because they object to providing a complete 
list of cautionary statements on the groimds that it% "cumbersome" or mig^ht "water 
down" the company's disclosures, then preempting State law will do nothing to re- 
solve the problem.'' Similarly, if the lack of ludiaal guidance and experience with 
the law is the migor problem, then time will likely solve it without the need for ad- 
ditional legislation. Until we know whether there really is a persistent "problem" 
with underutilization of the safe harbor provision, and imtil we know the cause of 
that "problem," Congress should not rush to adopt a solution that may be neitiier 
effective nor necessary. 

C. There Is No Crisis That Demands Action Before the Full Effects of 
THE Federal Law Are Known 

A year ago, when Members of Congress first publicly besan to discuss the need 
to preempt State laws for class action lawsuits involving exoiange-traded securities, 
the call tor immediate action was based on the threat posed by Proposition 211 in 
Califomia. But Proposition 211 was overwhelmingly defeated at the polls, and there 
is no prospect of its revival in Califomia or elsewhere in the foreseeable future.® 

The next justification preemption advocates put forward for precipitate action was 
the "dramatic" increase m the number of class actions brought in State court since 
passage of the PSLRA. But that threat, too, proved ephemeral. Several studies now 
nave clearly shown that the number of State court filin|^ in 1997 is back to pre- 
PSLRA levels. Just last month, for example, the accounting firm Price Waterhouse 



<»SEd^port,p. 24. 

■'Ibid. 

*To the degree States are adoptine changes in this area, they are more likely to change their 
laws to mirror the PSLRA. Three States— Arizona, Montana, and Ohio— have so far adopted 
laws based on the PSLRA. 
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released a study showing that the number of cases filed in State court had dropped 
more than 30 percent, firom 66 in 1996 to 44 in 1997.* National Economic Reseaurch 
Associates analyzed State court filings in the first 5 months of 1997 and concluded 
that the 19 filings firom January 1997 through April 1997 prctjected to a total of 57 
filings for the year, approximately the same as the 1991 to 1995 ayerage.^^ New 
figures released just this month py the SEC indicate that the number of parallel 
lawsuits — those filed in both Federal and State courts — ^is also down dramatically 
to 20 in 1997 firom 31 in 1996.^^ 

With no evidence that State court actions are on the rise, some have ai^ed that 
immediate action is needed because, if left unaddressed, the problem will mevitably 

SBt worse. ^3 In fact, however, a number of developments in the courts and at the 
tate level make such a result far firom inevitable. For example, a decision is ex- 
pected very soon on whether national class actions will be allowed under California 
law. If the court disallows such actions, then much of the "problem" this legislation 
is designed to address will be resolved without the need for additional Federal pre- 
empticm of States' rights. Similarly, a legislative commission has been establisned 
in California to study its laws and make changes, if neoessai;^. This, too, could re- 
solve many issues tlus legislation is designed to address, but m a far less intrusive 
manner. 

Finally, there is no evidence that an economic crisis exists that would justify a 
hasty congressional response. Again, the testimony firom AEA and SPA is instruo- 
tive on this point. Speaking for AEA, Hinckley noted that the technology sector, 
which is supposedly the leading target for abusive litigation, has been "one of the 
fastest growing industry segments in the U.S. economy over the past decade," the 
same period when it was supposedly being crippled by abusive litigation. In 1996, 
the technoloc^ sector in Caummia representcMi the number one industry segment 
for the creation of new jobs in the entire country," Hinckley said. Similarly, the 
SPA's Cooperman made it clear that these high-tech companies are not struggling 
to attract capital. For example, it has not been "uncommon to see a software com- 
pany achieve a billion dollar market capitalization with sales of just a few hundred 
million dollars," he said. This is hardly the picture of a struggling industry in need 
of an emergency rescue firom Congress. 

Congress has been provided with no evidence that the safe harbor will benefit in- 
vestors by providing them with an increased flow of accurate information, no evi- 
dence that lawsuits Doing brought in State court are firivolous cases seeking to evade 
the Federal protections, and no evidence of a crisis that warrants precipitate action. 
Therefore, we urge you to take your time in addressing these issues. This is just 
too important a matter for Congress to decide on an anecdote and a hunch. We join 
the Securities and Exchange Commission in urjging you to wait until the full impact 
of the Federal law is known before extending its provisions to those lawsuits being 
brou^t in State court 

n. The Legislation is Seriously Flawed 

Even if one accepts as a given that we should have uniform national standards 
for securities firaua class action lawsuits involving exchange-traded securities, it 
does not necessarily follow that this le^lation ofrers the heat means of reaching 
that goal. In its current form, S. 1260 is unbalanced, unfair to average investors, 
overly broad, and unlikely to be eflfective. 

A. The Legislation is Unbalanced 

S. 1260 fails to address the potentially harmful effects of the PSLRA on investors, 
and instead focuses exclusively on concerns raised Inr industry. The following are 
among the most serious problems for investors which S. 1260 either fails to address 
or actually makes worse. 

1. Problems with pleading standards. Since passage of the PSLRA, some courts 
have issued decisions denying recklessness as a basis for liability. The Securities 
and Exchange Commission has stated that preserving recklessness as a basis for li- 
ability "is essential to investor protection." ^^ 



* Price Waterhouse Securities Utigation Study (Januaiy 1998). 

^^Federal Shareholder Close Action Filings Rise to Pre-Reform Act Levels as State Filings 
Fall, National Economic Research Aflaodates, Inc. (July 1997). 

11 '^EC Sees Rise in Filing of Federal Securities Class Actions * Paul Beckett, Dow Jones 
News Service (Februaiy 18, 1998). 

IS Statement of Senator Christopher J. Dodd, Oversi^t Hearing on the Impact of the Private 
Securities Litigation Reform Act of 1995, Securities Subcommittee of the Senate Com on 

Banking, Housmg, and Urban Affairs (July 24, 1997). 

^WC testimony, p. 13. 
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As the SEC stated in its testimony before your Subcommittee: 

A uniform Federal standard that did not inchide recklesaneas as a basis 
for liability would ^pardize the integri^ of the securities markets, and 
would deal a cripphng blow to defrauded investors with meritorious claims. 
A hig^r scienter standard would lessen the incentives for corporations to 
conduct a fuU inquiry into potentially troublesome or embarrassing areas, 
and thus would threaten the disclosure process that has made our markets 
a model for nations around the world. ^^ 



S. 1260 should clearly clarify that Conmss intends recMeaanc— to be 
considered a basis for liability under Federal securities lawa. 

2. Problems with statute of limitations. As we noted above, the SEC found in its 
study that the combination of the Federal law's restrictive statute of limitations 
with the PSLRA's heightened pleading standards and discoveiy stav may be pre- 
venting plaintiffs from filine suit agamst secondaiy defendants. ^^ This is just the 
latest evidence that the Federal statute of limitations is unreasonably short. Per- 
petrators of fraud should not be able to escape liidi>ility for their wron^oing simply 
oy keeping it hidden for 3 years. ^^ 

S. 1260 should lengthen the Federal statute of limitations. 

3. Lack of aiding and abetting liability. Further experience with the PSLRA is 
likely to show that recoveries for defrauded investors are down, in large part be- 
cause of their inability to recover under Federal law from those who are not the pri- 
mary wrongdoers but whose actions made it possible for the fraud to go forward. 
There is no justification for permitting those who aid and abet fraud to escape re- 
sponsibiliW for compensating their victims. This is unfoir to the fraud victims. It 
is also unnealthy for our financial system, as it encourages accountants, attorneys, 
and other professionals to look the other way when they suspect their corporate cli- 
ents of misconduct. 

S. 1260 should fully restore civil liability for aiding and abetting securi- 
ties fkaud. 

Instead of addressing investor concerns in those areas, S. 1260 threatens to make 
them worse, by denying defirauded investors access to State court where most States 
recognize recklessness as a basis for liability, have a longer statute of limitations, 
and offer some form of aiding and abetting liability. Without addressing at least 
these basic investor concerns, S. 1260 cannot possibly be considered a balanced piece 
of legislation. 

B. The Legislation is Unfair to Average Investors 

If S. 1260 is adopted, institutional investors and the wealthiest investors will stiU 
be able to choose the most favorable venue for their lawsuits, since they have the 
resources to bring an individual suit. Onl^ those of more modest means, who must 
rely on class actions as the only cost-efifiaent means to press their case, will be de- 
nied that choice. This discriminates against averaee investors. Furthermore, as the 
SEC noted in its testimony, 'because a number of States allow claims that cannot 
be brought under Federal law, and because it is not always cost-effective for plain- 
tifife to proceed individually, the bill will preclude relief as a practical matter for 
some small investors who may have been defi'auded.'' ^^ 

C. The Legislation is Overly Broad 

The proponents of uniform standards point almost exclusively to two provisions 
of the Federal law that are being "evadea"— the safe harbor and the discoveiy stay. 
If Congress must proceed with preemption legislation in advance of any evidence 
that such legislation is warranted, it should limit that preempticm to areas in which 
problems are alleged to have occurred. 

Instead, S. 1260 contains sweeping preemption, not only of State securities laws, 
but also of State imfair and deceptive trade practice statutes and even conunon law 
fraud, as long as a security traded on a national exchange is involved. Furthermore, 
the SEC notes in its testimony that S. 1260 would make State securities laws inap- 
plicable in most class actions, whether brought in Federal or State court, and would 
prevent State courts from trying claims based on Federal law violations. 



"Ibid. 

**Page 3, infra. 

^* Support for a lengthened Federal statute of limitations has also been eipressed by the SEC 
and State securities regulators since the Supreme Court's decision in Lampfv. Pleva. 
^''SEC testimony, p. 19. 
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Finally, the definition of class action in the legislation could be interpreted to pull 
in a number of cases that have not traditional^r been considered dass actions and 
have not been identified as a problem. For example, as currently written, S. 1260 
might prevent State actions bv individual trustees, guardians, and others with cus- 
tomal relationships.^® S. 1260's reference to "groups of lawsuits" also raises some 
Questions about whether the legislation's preemption would apj^y if a number of in- 
oividuals brought separate lawsuits in the same State court. Ihese problems could 
be fairly easily resolved by changing the definition of dass action in the legislation 
to refer to the definition of dass action in Federal and State rules of dvil procedure. 
The rules of dvil procedure are based on years of experience in determining when 
it is appropriate tor an action to proceed as a dass action. Congress should not 
muddy the water by identifying a new definition of dass actions solely for the pur- 
pose of cases invohrmg exchange-traded securities. 

D. The Legislation is Unlikely To Be Effective 

If Congress were to pass S. 1260, it would create a strong incentive for institu- 
tional investors to bringtheir cases individuallv in State court when that is the 
more favorable venue.^* Thus, companies still will face the threat of State court liti- 

fation for forward-looking statements. Furthermore, plaihtiffo' attorneys may still 
e able to avoid the Federal discoveiy stav by bringmg a parallel incuvidual case 
in State court. Investors, meanwhile, will have paid an enormous price for legisla- 
tion that fails even to solve the "problems" Congress set out to address. Thus, when 
this new law also proves ineffective, will its proponents return to Congress with a 
request to preempt all private rights of action under State laws for exchange-traded 
securities? How big a sledgehammer is Congress willing to wield to kill this gnat? 
Ultimately, the only real, effective solution is for the proponents of '^form to at- 
tempt to win changes, such as safe harbor protections and a discoveiy stay, in State 
laws. This has the benefit of offering a narrowly crafted solution to a narrowly de- 
fined problem. It also preserves protections, such as longer statutes of limitations 
and aiding and abetting liabiUty, where they exist in State law. Finally, while at- 
tacking an issue one State at a time can be cumbersome, this is less of a problem 
here, since roughly 60 percent of State cases are filed in one State, and that State 
has already set up a legislative commission to identify problems with its laws.^ 
While we continue to question whether these changes are warranted, based on the 
available evidence, this approach would be far less harmful to investors than the 
sweeping, but ultimately ineffective. State preemption proposed in S. 1260. 

Conclusion 

As we have stated to the Committee before, we continue to believe that broad pre- 
emption legislation, such as S. 1260, is unwarranted based on the availd>le evi- 
dence, harmful to defirauded investors, and unlikely to be effective. We vei^ strongly 
opjiose its passage. We urpe Congress to wait until there is adeouate evidence on 
which to base a careful ana unbiased assessment of any problems tnat have resulted 
finom passage of the PSLRA, including problems that limit recoveries by legitimate 
victims of firaud. Only then can Congress craft balanced legislation that provides 
appropriate national standards for securities dass action lawsuits without placing 
unreasonable limits on the rights of defirauded investors. 



prepared statement of j. harry weatherly, jr. 

Director of Finance, Mecklenburg County, North Carolina 

on behalf of the 

governbaent finance officers association [gfoa] 

February 23, 1998 

My name is J. Hany Weatherly, Jr., and I am here today representing the Gov- 
ernment Finance Officers Assodation. In June 1997, GFOA members approved a 
policy statement supporting the rights of States to protect State and lo^ govern- 
ment investors by permitting private rights of action under securities and contract 
law or common law trust prinaples. 



^•Letter to Senator Wayne Allard from James S. Helfridi of Gerah & Helfrich, L.L.P., Octo- 
ber 28. 1997. 
^•SEC tesUmony, p. 21. 
MSEC testimony, p. 12. 
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State and local governments participate in the securities markets both as inves- 
tors of temporary cash balances and pension funds and as issuers of municipal debt 
As both potential plaintiffo and defendants, they have an interest in assuring that 
the system is scrupulously fiEdr to all parties. Opportunities fiir profit flourish m the 
current economic environment, but so do opportunities for those who are seeking to 
take advantage of investors. The over 2,300 State and local government defined ben- 
efit employee retirement systems in the United States have approximately $2.2 tril- 
lion invested on behalf of ueir 16.5 million members, with approximately 60 percent 
in stocks. 

The Private Securities Litigation Reform Act (PSLRA), enacted in 1995, was de- 
signed in order to reduce firivolous lawsuits, a goal supported by State and local gov- 
ernments. However, public investors opposed the bill as passed because it severely 
limits the ability of investors, including State and local governments, to pursue se- 
curities claims against wron^oers in Federal courts. We do not yet know how key 
provisions of this law will be interpreted by the courts. GFOA believes that fiirther 
changes to the securities laws at this time are premature. 

The enforcement of securities laws has been an area traditionally shared by State 
and local governments. Even when the last Congress made sweeping chan^ to the 
securities laws, it left to each of the States the determination of protection under 
State anti-fi'aud laws. Congress should not substitute its own judi^ent for that of 
duly elected State legislatures in attempting to provide investor protecticm for their 
citizens. 

Figures firom the Public Pension Coordinating Council's 1997 survey show that 
just under $1.2 trillion of pension funds would be at risk under the proposals under 
consideration. This also places general governments at risk because they would be 
obligated to make up the losses that coildd not be recovered by their pension funds. 
This could lead to serious fiscal consequences for jurisdictions. 

Despite the claims of preemption proponents, recent figures show that securities 
firaud class action filings in State courts are not only down firom 1996 (the year fol- 
lowing the PSLRA), but down from earlier years as well. The argument thiat there 
has been an explosion of State court cases filed to circumvent the PSLRA has been 
the justification for these preemption proposals, but there is now no evidence to sup- 
port it. State and local eovemment investors fear tiiat this Ic^lation is an attempt 
to further shield wrongdfoers firom liability. 

GFOA urges Congress to heed the cautious approach taken by the SEC that it 
ispremature to make any additional changes to the law when the fiill effects of the 
PSLRA are not known. 

Introduction 

Thank you, Mr. Chairman. My name is J. Harry Weatherly, Jr. I am the Director 
of Finance for Mecklenburg County, North Carolina, and a member of the Executive 
Board of the Government Finance Officers Association (GFOA). I am here today on 
behalf of the GFOA. Fm pleased to be here this afternoon and I appreciate the op- 
portunity to discuss with the Subcommittee proposals to extend tne application of 
the Private Securities Litigation Reform Act of 1995 to the States. 

GFOA is a national professional association of 13,5(X) State and local government 
officials, whose responsibilities include all the disciplines related to public finance. 
In June 1997, GFOA members approved a policy statement regarding the preemp- 
tion of State investor protection laws which expresses the Assixdation's support for 
the rights of States to protect State and local government investors b^ permitting 
State private rights of action under securities and contract law or common law trust 
principles. This policy also opposes Federal efforts to preempt State laws regulating 
mvestments and securities transactions and efforts to further limit access or rem- 
edies provided by State courts. 

State and Local Governments and the Securities Markets 

Perhaps more than any other party involved in the debate over securities litiga- 
tion, GFOA has an interest in assuring that the system is fair to all. State and local 
governments participate in the securities markets as both long-term and short-term 
investors — ^investors both of pension funds and of temporary cash balances. In addi- 
tion, State and local governments are issuers of municipal debt Tliey are therefore 
both potential plaintifis and potential defendants. As both investors and issuers. 
State and local governments are uniquely qualified to imderstand the nature of se- 
curities litigation. They have a fundamental concern for a scrupulously fair litiga- 
tion system in order to preserve well-established investor rights as well as protect 
themselves firom unwarranted and expensive litigation. State and local government 
officials represent those very same constituents that the Members of this distin- 
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guished Subcommittee represent and, like you, want to ensure that taxpayer funds 
are protected. 

States seek to protect their public funds through passage of State securities stat- 
utes that are designed to respond to specific State conditions and circumstances. In 
addition to the enactment and enforcement of securities regulation, States enact in- 
vestment statutes designed to protect taxpayer monies. For State and local govern- 
ments, the concept of investor protection includes meaningful access to the judicial 
system so that victims of securities firaud have effective remedies against those who 
violate securities laws or their common law fiduciary responsibihties. 

William McLucas, Director of Enforcement for the U.S. Securities and Exchange 
Commission (SEC), noted last year that the stock market's bullishness lias led to 
a sharp rise in securities sales firaud and stock price manipulation." In fact, the ro- 
bust market makee \l possible for losses to be hidden more easily, at least tempo- 
rarily. In recent years, the pool of potential securities fraud victims has grown quite 
dramatically. In addition to the increase in individual ownership of stow, the over 
2,300 State and local government defined benefit employee retirement systems in 
the United States have invested approximately 60 percent of their over $2.2 trillion 
of pension fund assets in stocks on behalf of over 16.5 million active and retired 
members. In North Carolina, our 10 State and local government emplc^ee pension 
funds have assets of over $19.4 billion and serve over 400,000 members. Opportuni- 
ties for profit flourish, not only for investors but also for wrongdoers as well. 

The current trend in both public and private retirement plans is toward self- 
directed investments, and there is a proliferation of proposals to privatize Social 
Security. In addition, the resources available for Federal enforcement have been re- 
duced, while State regulators are observing a higher incidence of securities firaud. 
For example, securities regulators across the Nation last year undertook widespread 
enforcement actions against both companies and brokerage firms that have been in- 
volved in targeting investors in stock firaud schemes. In December, the SEC settled 
fraud charges against a Pennsylvania financial adviser it charged with having lost 
$71 million of municipal bond proceeds belonging to 75 Pennsylvania school dis- 
tricts. As a result, at least one national rating agency has alreadv downgraded the 
credit rating of one school district's bond issues and has placed others on credit 
watch. This seems a particularly inauspicious moment for consideration of curtailed 
State remedies for defirauded investors. 

The Private Securities Litigation Reform Act of 1995 

The Private Securities Litigation Reform Act of 1995 was opposed by a coalition 
of State and local government organizations, consumer and senior citizen groups, 
labor unions, and others. Althoui^ those groups supported a reduction in "firivolous" 
lawsuits, they were greatly concerned that me new law would be detrimental to 
meritorious cases as well. The ability of investors, including State and local govern- 
ments, to pursue securities daims against wrongdoers in Federal courts is severely 
limited under the PSLRA. It sets potentially insurmountable hurdles for defrauded 
investors with respect to pleadings, imposes restrictions on discoveiy, and contains 
other harsh provisions, while pmnitting "safe harbors" fiir forward-loddng state- 
ments. Despite the recommendations of this coalition, the PSLRA also fiidled to in- 
clude more reasonable statutes of limitations and to provide liability for those aiding 
and abetting firaud — provisions which are available in many States, recommended 
and still supported by the SBC. Yet even at the time the PSLRA was bcang debated, 
Congress purposely left intact State statutes as a buffer against interpretations of 
the law inconsistent with investor protection. Because of ttie amount of time nec- 
essary for cases filed since oiactment of the PSLRA to work their way throu^ tiie 
legal syBtem^ significant portions of the PSLRA remain uninterpreted by the courts. 
It is conceivable that tiiere may be no viable Federal remedy left for defrauded pub- 
lic investors; preemption of State remedies could entirely eliminate the safety net 
for State and local governments. 

Because of the uncertainty surrounding the eventual interpretation of the PSLRA, 
State private rights of action may remain in many cases the only method of obtain- 
ing recovery for defirauded investors by permitting liability fiir aiding and abetting 
wrongdoing, joint and several liability, and reasonable statutes of limitations for ^e 
filing of cliims. Many causes of action do not depend on an alleged violation of St^ 
or Federal securities law, but on State contractual or common law fiduciary vio- 
latiims long recognized as State prerogatives. GFOA believes that this unfinished 
interpretation by the courts makes enactment of further migor alterations to our se- 
curities laws unwarranted and unwise. 
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Current Legislative Proposals 

Despite the growing threats to both large and small investbrB, both public and 
private, and both institutional and individual, a new threat looms as some seek to 
extend the PSLRA's restrictive prohibitions to the States by preempting State pri- 
vate rights of action through the promotion of so-called 'Hinirorm stanmurds." This 
legislation would make it even more difficult for investors defrauded in securities 
transactions to recover damages. The Securities Litigation Uniform Standards Act, 
S. 1260, would preempt State private rights of action brought through class action 
suits. 

State and local government leaders have become increasingly concerned about the 
Federal preemption of historic and essential State and Ioceu responsibilities and 
authority. Tlie Federal Government has already preempted much State and local 
authority with regard to telecommunications issues, rights-of-way, and numerous 
areas involving zoning authority. Federal preemption has the potential to interfere 
with some of tne most fundamental duties of State and local governments, of which 
the provision of securities laws is one of the more significant. In this area, Federal 
and State governments have traditionally shared responsibilities. States enacted 
protections against financial schemes in the early 1900's. Congress passed Federal 
securities laws in 1933 and 1934 both to complement State laws and to stop abuses 
that had caused the 1929 stock market crash. This system of "dual sovereimty" was 
clearly envisioned by the firamers of the Constitution and has worked well. It has 
ensured protection for all investors at both the Federal and State levels. During his 
appearance before this Subcommittee last fall, SEC Commissioner Isaac C. Hunt Jr. 
stated that a balance should be struck between State and Federal litigation, and 
supported this dual system of regulation and investor protection. 

Even when the last Congress made sweeping changes to the investor protection 
laws through the PSLRA, it left to each State the decision of how best to protect 
its own citizens under State anti-fraud laws. However, some in Congress, while pro- 
fessing to support the ''devolution" of responsibilities to the States, would instead 
encroach on State sovereignty b>[ mandating what types of cases States may allow 
in their courts and how their residents and taxpayers will be protected from securi- 
ties fraud. This represents a drastic departure m>m the concept of federalism. 

In fact, S. 1260 would dismiss the States' own legislative judgments in an area 
where States are firequently the leaders. Where States have identified and targeted 
specific or potential problems associated with securities transactions affecting their 
citizens, they would be preempted firom dealing with these problems as they see fit. 
^ ^ ' " ' r elected T 



Instead, Congress would replace the decisions of duly elected State legislatures with 
its own. State and local ofndab in the forefiront in dealing with defiraiuded individ- 
uals or who may themselves have been defrauded as managers of public invest- 
ments funded by their taxpayers would see their roles in investor protection further 
limited. All States would thereafter operate under a uniform, untested, and perhaps 
flawed national standard. 

This legislation would preclude States like North Carolina, for example, firom set- 
ting its statute of limitations at the current 2-year period and eflfectively reduce it 
to half that time, as well as firom its provision of joint and several liability. It would 
preclude California firom maintaining its 4-year statute of limitations. It would pre- 
clude New York firom setting a statute of limitations for civil actions for investment 
fraud at 6 years after discoveiy of the fraud. It would also eliminate private liability 
for those who aid and abet investment firaud and enable other wron^oers to escape 
full responsibility to their victims by abolishing joint and several liability, also avail- 
able under New York law. It is because of sudi concerns that over 100 finance offi- 
cers firom the New York State Government Finance Officers Association (NYSGFOA) 
wrote to Chairman D'Amato last fall. The finance officers in New York expressed 
their concern about their 24pension funds with a total of over $120 Inllion in assets. 
In that letter, the finance officers stated that. The ability of our retirement mtems 
to recover in the event of securities fraud is absolutely essential to ensure tne con- 
tinued viability of these systems, to protect the funds of general governments firom 
having to make up losses m the retirement systems' funds, and to protect the credit 
rating of State and local governments in order to keep borrowing costs low." A copy 
of the NYSGFOA letter is attached to this testimony. 

Those supporting preemption leraslation have also ignored the effect that it would 
have on the investments of individuals, churches, schools, and charities, as well as 
of State and local governments, and particularly the almost $2.2 trillion in public 
pension fund investments. S. 1260 and the House bills under consideration would 
impose litigation restrictions with regard to "covered securities"— -that is, nationally 
traded stocks. These particular proposals are especially important to public pension 
fiinds which, unlike most general governments^ are permitted to invest directly in 
. The Public Pension Coordinating Council's 1997 survey of public retirement 
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Bystems, which is the most detailed sin^e source of data on State and local govern- 
ment retirement systems available, indicates that these systems invest approxi- 
mately 60 percent of their assets in domestic stocks. Thus, about $1.2 triUion in 
pension funds belonging to State and local government employees is at risk under 
this legislation. 

In audition, if a defrauded public pension fund with a defined benefit plan is un- 
able to recover its losses, the eeneral government is legaUy obligated to make up 
for those losses. If a State or local government's public pension fund is unable to 
pursue legitimate claims and recover damages, this loss could lead to higher taxes, 
the loss of jobs, the inability to provide needed governmental services, severe dam- 
age to credit ratings, and a conseauent higher cost of borrowing money to fund cap- 
ital and operating expenses. Smaller governments, which are often participants m 
investment pools or State retirement systems, are particularly vulnerable. If they 
are defi'auded, they must join a class action to pursue their dauns because they are 
unable to afford the expense and burden of individual litigation. These governments 
may already be preduded firom recovery in Federal court; with the passaee of pro- 
posed preemption leeislation and its limitations on class actions, they could find it 
impossible to seek relief in State court as well. The flEdlure of State and local govern- 
ments to recover damages can result in our constituents— our taxpayers and citi- 
zens, and yours— being penalized for the wrongdoing of others. 

State Class Action Lawsuits 

Proponents of preemption legislation contend that it is needed because the PSLRA 
is somehow bein^ evaaed by plaintiffs who are filing class actions in State courts 
due to the difficulty of bringing suit in Federal court. However, new figures on class 
actions filed during 1997 contradict previous figures repeatedly cited as evidence of 
this migration and undermine the primary argument for preemption of State private 
rights of action. The figures, published by the accounting firm of Price Waterhouse, 
show that State dass actions are not omy down firom 1996 levels (following enact- 
ment of the PSLRA), but are actually below the number filed in each of the 2 years 
precedin|f the PSLRA's passage. For 1997, these figures show that only 44 securities 
class actions were filed in State courts, compared with 67 in 1994 and 52 in 1995. 

The Price Waterhouse report demonstrates that the trend represented by 1996 
figures was an aberration. The relatively few State court filings — ^in any event, a 
minuscule portion of the roughly 15 million dvil cases filed in State courts each 
year— have been offered in the past as the main justification for another attempt 
at msgor securities law reform. Tne lack of quantitative evidence supporting this po- 
sition raises the concern that there may be some other motivation underlying the 
proponents' efforts in this area. We fear that this may be an attempt to further 
widen the shield from liability that was originally created by the PSLRA. 

In addition, information firom the Stanford Securities Class Action Clearinghouse 
shows that, since the enactment of tiie PSLRA. dose to two-thirds of all securities 
class action cases have been filed in California State courts. No other State has had 
more than seven cases filed; most have had none. There is no lentimate Federal 
purpose in overriding all State securities statutes to deal with problems that may 
exist in a single State. If California ofiELdals view these dass action suits with con- 
cern, the proper forum is Sacramento, not Washington. 

Conclusion 

Mr. Chairman, GFOA urges Congress to be wary of legislation that would pre- 
empt States in the exercise of a traditional and necessary State function. There is 
no final judidal interpretation regarding any of the key provisions of the PSLRA 
As we have testified, recent figures explode the myth that class action suits are 
flooding State courts. Tampering with State anti-firaud authority would place at risk 
the retirement savings and investments of millions of Americans. Now is the time 
to strengthen, not wc^en. State and Federal remedies against securities firaud. 

More fundamentally. Congress should respect prerogatives reserved to the States 
by not interfering widi the ability of States to protect their pubUc coffers and their 
atizens through their own securities laws. 

GFOA urges Congress to heed the cautious approach taken by the SEC, which is 
that it is premature to make additional changes when the full effects of the PSLRA 
are yet to be determined. This position was reiterated by SEC Chairman Levitt in 
his testimony in October before the House Subcommittee on Finance and Hazardous 
Materials when he stated that, ''Overall, we have not had enoug^ practical experi- 
ence with the Act to produce the data necessary for us to measure its success." 

We appredate your interest in this matter which is of particular importance to 
State ana local gjovemments and their dtizens. On behalf or GFOA, thank you again 
for the opportunity to testify before the Subcommittee today. 
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GOVERNMENT FINANCE OFFICERS ASSOCIATION 

Policy Statement 

Federal Preemption of State investor Protection Laws 



Backcround 

The Constitution assigns certain responsibilities to the federal government and preserves state 
prerogatives in other areas. In some cases, federal and state governments share responsibilities. 
However, the role of the federal government has not been as regulator of state or local government 
financial or securities policies. Such intervention or preemption of the legitimate role of state 
authorities would be a drastic depanure from the principles of federalism and would be an 
encroachment on state sovereignly. 

One area in which federal and state governments share responsibility is the protection of public 
funds invested in the securities markets. Investor protection includes the enactment and enforcement 
of securities regulations as well as an assurance of meaningful access to the Judicial system to 
provide etTective remedies against those who violate state or federal securities laws or common law 
fiduciary responsibilities. 

State and local governments participate in the securities markets both as investors of pension funds 
and temporary cash balances as well as issuers of municipal debt. They therefore have an interest 
in preserving well-established investor rights as well as protecting themselves from unwarranted and 
expensive litigation. States protect their public funds through the enactment of state investment 
statutes and state secunties laws that are designed to respond to specific identifiable state needs, and 
by permitting private rights of action under securities and contract law or common law trust 
principles. 

Recent changes in the federal securities laws have erected substantial new hurdles for both access 
to federal courts and the remedies available for aggrieved investors by imposing stringent pleading 
requirements, restricting discovery, eliminating joint and several liability, and permitting a safe 
harbor for forward looking statements. In many cases, state private rights of action now remain the 
only method of obtaining recovery for defrauded investors by permitting liability for aiding and 
abetting wrongdoing. Joint and several liability, and reasonable statutes of limitations for the filing 
of claims. In addition, many causes of action do not depend on an alleged violation of state or 
federal securities laws, but on state contractual or common law fiduciary violations long recognized 
as state prerogatives. 
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GFQA PMitkMi 

The Government Finance Officers Association (GFOA) believes that state laws and access to state 
courts serve as deterrents to securities and contract law and fiduciary duty violations. GFOA 
supports the rights of states to protect public investors, and opposes federal efforts to preempt state 
laws regulating investments and securities transactions, as well as those designed to preempt 
contractual rights and other common law protections for public investors and their taxpayers. In 
addition, GFOA opposes federal efforts to further limit access or remedies provided by state courts 
for defrauded public investors seeking recovery. 



Adopted: June 3. 1997 
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October}. 1997 



Honorable Alfonse D'Amato 

Chainnan 

Comminee on Banking. Housing and Urban Affairs 

United States Senate 

Room 534 Dirksen Senate Office Building 

Washington. DC 20510 

Dear Mr. Chairman: 

As representatives of state and local governments in New York who oversee billions of 
dollars in investments in the securities markets, we write regarding etTorts now underway in 
Congress that would jeopardize state and local government investors and their citizens as 
taxpayers through the preemption of state private securities actions. We believe that, following 
passage during the last Congress of two major sccunties bills limiting investor protection, any 
consideration of legislation further eroding the protection of public funds is premature and 
unjustified. We therefore urge you to oppose legislation which is scheduled to be introduced in 
the Senate shortly that would extend the burdensome federal securities litigation law to the states. 

State and local governments panicipate in the securities markets both as investors of 
pension funds and temporar>' cash balances as well as issuers of municipal debt. We therefore 
have an interest in presen'ing well-established investor rights as well as protecting our 
jurisdictions from unwarranted and expensive litigation. States protect their public funds through 
the enactment of state investment statutes and state securities laws that are designed to respond to 
specific identifiable state needs, and by permitting private rights of action under securities and 
contract law or common law trust principles. 

The securities litigation legislation now under discussion would put m jeopardy the 
public pension funds held by New York's 24 state and local government employee retirement 
systems, which hold over $120 billion in assets and have almost 1.3 million members. The 
ability of our retirement systems to recover in the event of securities fraud is absolutely essential 
to ensure the continued viability of these systems, to protect the funds of general governments 
from having to make up losses in the retirement systems' funds, and to protect the credit rating of 
state and local governments in order to keep borrowing costs low. 

Recent changes in the federal securities laws, particularly the Private Securities Litigation 
Reform Act of 1995 (PSLRA). have erected substantial new hurdles for both access to federal 
courts and remedies available for aggrieved investors by imposing stringent pleading 
requirements, restricting discovery, and eliminating joint and several liability. In many cases, 
state private rights of action now remain the only method of obtaining recovery for defrauded 
investors by permitting liability for aiding and abetting wrongdoing, joint and several liability, 

1 
Appendix-2 



Digitized by 



Google 



59 

and reasonable statutes of limitations for the filing of claims. We believe that state laws and 
access to state couns serve as deterrents to securities and contract law and fiduciary duty 
violations. We suppon the rights of states to protect public investors, and view federal efforts to 
preempt the legitimate role of state authorities as an encroachment on state sovereignty. 

The enactment of preemption legislation would, at a minimum, cause great difficulties for 
investors defrauded in transactions involving nationally traded securities who attempt to recover 
their losses in state coun. making it harder for state and local government officials to protect not 
only their own ( that is. their taxpayers') investments but also those made by individual citizens 
and businesses. Under this legislation, even though a state might otherwise choose to provide 
protection to investors which exceeds that pennitted in federal courts, it would be unable to do so 
because Congress chooses to substimte its own judgment for that of duly elected state 
legislatures. 

We agree with the Socunties and Exchange Commission (SEC) report issued in April 
1997 and with SEC Chairman .Arthur Levitt's testimony before the Subcommittee on Securities 
which concluded that it is too soon to consider any additional legislation in this area. We urge 
you to resist ail cffons to interfere with the ability of states to protect their public investors and 
their citizens ihrouii.n the preemption of private rights of action under state law. 



Sincerely. 

Jbel A. uiambra 
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Comptroller 
City of Buffalo 



rmeio J. Santos (J 



Carmeio 

Town Supervisor 
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Supervisor 
Town of Ashland 



/ > 




V ^.^-^^^.^utJjl^ I (^Z^ 



Comwell ( 



Village of Deposit 



Digitized by 



Google 



60 



Carolyn 4f' Hemphill (/ 
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Comptroller 
Town of Allegany 



Frank S. Cagliosiro/ 

Treasurer 

Village of BriorciitT 



Roben 0. Kline 

Comptroller 

TownofCamiUus 



(Jfc^ry^m^iiyuy LJ.iu^ J^y 



Annmarie Baisley 
Town Accountant 
Town of Kent 
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Village Clerk-Treasurer 
Village of Cossadaga 
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Patnck M. DiDomenico 
Town Supervisor 
Town of Clay 
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Donn F. Dykstra 

School Business Administrator 

East Greenbush Central School District 




Village Clerk-Treasurer 
Village of Farmmgdale 



Robert Wisoizky \/ ^ 

Director of Busmess 

Glens Falls City School District 

Karen Reid 

Deputy Commissioner of Finance 

City 01 GloversviUe 

Linda L. Ellis 
Commissioner of Finance 
City of GloversviUe 
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Business Official 

Pulaski Academy and Central School 
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PREPARED STATEMENT OF JOHN F. OLSON 

GmsoN, Dunn & Crutcher, Washinoton, DC 
February 23, 1998 

I api>reciate Senator Gramm's invitation to appear to testify about S. 1260, the 
Securities Litig^ation Un^rm Standards Act of 1997. Although I serve on the Amer- 
ican Bar Association Task Force on Securities Litigation Reform, and mv firm rep- 
resents, among other groups, the American Electronics Association and the Uniform 
Standards Coalition, I am appearing today not on behalf of those organizations but 
in my personal capacity. The American Bar Association has not taken a position on 
the Uniform Standards Act. 

Fm a partner in the Washington, D.C., ofiBce of the law firm of Gibson, Dunn & 
Crutcher. I have practioed corporate and securities law with that firm for d4vears. 
I have served as Chairman of the ABA's Committee on Federal Reeulation of Securi- 
ties and currently am a member of the Committee on Corporate Laws for the ABA 
Business Law Section, which writes and revises the Moael Business Corporation 
Act. I have also served on the Legal Advisorv Committee of the New Yo» Stodc 
Exchange, and as Chairman of its Corporate Governance Subcommittee, and on the 
Legal Advisory Board for the National Association of Securities Dealers. 

lam honored to be part of this Subcommittee's del^rations and welcome the op- 
portunity to share my views on S. 1260, as well as to answer your questions. 

Introduction 

Nearly 2 years ago. Congress enacted the Private Securities Litigation Reform Act 
of 1995 (the TSLRA^. The PSLRA was intended to curb firivolous Federal class ac- 
tion securities suits while at the same time protecting investors and market partici- 
pante. The PSLRA reco^puzed that effective private remedies under the securities 
laws are essential to pohce market integrity, deter fraud, and protect investors. Yet 
Congress also was concerned about de facto control of litigation by plaintififo' law- 
yers, time-consuming and expensive discovery, and coercive "strike suit" tedmiques 
mtended to pressure defendants into settling meritless cases. The PSLRA offered a 
series of well-oonsidered reforms designed to weed out the most troubling problems 
affecting Federal dass action securities litigation. The PSLRA incorporated a lead 
plaintiff provision, designed to ensure that shareholders, rather than their attor- 
neys, retained control of their lawsuit. It enacted a safe-narbor provision intended 
to permit and encourage companies to make forward-looking statemento. It incor- 
porated a heightened pleadinn standard that would prevent lawsuito that were 
nothing more than baseless fishing eneditions. And it provided for a stay of disoov- 
erypending a defendant's motion to dismiss. 

The PSLrA is still in ito infanqr, and the Federal courts are only beginning to 
interpret and applv ite substantive provisions. If preliminary indications are any 
guide, however, at least some of Congress' olgectives are being accomplished.^ 

Yet one crucial goal of the PSLRA has not been achieved. The PsLRA, intended 
to stem the tide of frivolous nationwide class action lawsuito, instead has had the 
undesirable effect of channeling more of that litigation into the State court sjrstem. 

This phenomenon has been noted by many obMrvers. One of the most knowl^ge- 
able, former SEC Commissioner Wallman, described ito negative consequences: 

[T]he most significant development stemming from the Act has been the 
increase in Stote court litigation, apparently as an attempt to avoid some 
of the provisions of the Art. . . . (Tjnis phenomenon is dearly balkanizing 
the Federal securities laws. In this context, disparato Stoto litigation proce- 
dures creato differing substantive legal standards whidi the corporato ded- 
sionmaker, with potentially significant liability at risk, cannot determine 
until after the fact.^ 

Although it is difficult to gauge the extent of the problem, the most current and 
comprehensive study of the Act* s effects— conducted ay Stanrord Law School profes- 
sors Joseph Grundfest and Michael Perino^— found that in the first 18 months after 



1 Testimony of U.S. Securities and Exchange Commission Concerning S. 1260, the "Securities 
Litigation Uniform Standards Act of 1997/* oeibre the Subcommittee on Securities, Committee 
on Banking, Housing, and Urban Afilurs, U.S. Senate 7-8 (Oct. 29, 1997) ("SEC Testimony^. 

3 Statement of Additional Views of Commissioner Wallman Regarding the Report on the First 
Year of Practice Under the Private Securities Litiflition Reform Act of 1995 (Apr. 11, 1997). 

> Joseph A. Grundfest and Michael A. Perino, Securities Litigation Reform: The First Yeai's 
Experience ii (Working Papers Series Release 97.1, Feb. 27, 1997), rfis c Mssc rf and updated in 
Michael A. Perino, Fraud and FtdurdUm: Preemptmg Prioate State SeeuriHeB Fraud Caueea of 
Action, Stanford L. Rev. (fbrthooming 1998) ("GnindfiMt-Ptorino StttdsD. 
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enactment of the PSLRA, the overall rate of securities class action suits remained f 
relatively constant and even increased somewhat. A verv recent review completed 
by the SEC reached similar conclusions, finding that Federal securities firaud suits 1 
were filed in 1997 at a rate similar to what prevailed prior to the enactment of the i 
PSLRA.^ The Grundfest-Perino study notes a tremendous jump, however, in the 
number of State court securities dass actions. In the years 1992 through 1994, oxdy 
six issuers of publicly traded securities were sued for firaud in State court class ac- 
tions. In contrast, at least seventy-seven publicly traded issuers were sued in State 
court class actions broup;ht between January 1, 1996 and June 30, 1997. 

Indeed, the increase m State court filings may be even greater than indicated by 
these dramatic statistics. Obtaining an accurate count of State court class actions 
is extraordinarily difficult, because there is no central repository of such data and 

Slaintifb are under no obligation to provide notice of the filing of such suits. The 
rrundfest-Perino study, for example, suggests its data "may significantly under- 
count the actual number of State court filing." 

The shift in securities class action litigation firom Federal to State court involves 
two related developments. First, an increasing number of plaintifiTs are filing solely 
in State court, presumably to escape the more stringent Federal pleading reauire- 
ments and other procedural and substantive provisions of the PSLRA. Second, nu- 
merous plaintif& are filing parallel State and Federal suits, so that they can encage 
in discovery in State court notwithstanding the stay of discovery imposed in Federal 
court pendmg a defendant's motion to dismiss. 

Opponents of the uniform standards legislation, relying on a study conducted bv 
National Economic Research Associates CnERA),<^ have suggested that the PSLRA 
has had little or no effect on the number of securities dass action suits brought in 
State courts. A recent private study released by Price Waterhouse reached a similar 
condusion. But this condusion is wrong: The methodology used by NERA and Price 
Waterhouse was flawed. 

Both NERA and Price Waterhouse calculated the number of State court actions 
by totaling all cases renorted in the Securities Class Action Alert Yet that publica- 
tion reports two very oifferent kinds of cases. It lists State securities dass action 
suits alleging misrepresentations or omissions in the purchase and sale of nationally 
traded securities, wnidi were the focus of the PSLRA and raise the issues you are 
considering today. But the publication also reports State suits alleging breach of fi- 
dudary duties of loyalty, care, or candor, as well as suits involving securities that 
are not listed on national exchanges or by national listing services. These latter 
types of suits traditionally have been brought in State court, were not affected by 
the PSLRA, and would not be affected by the Uniform Standards Act, S. 1260. In 
fact. State court class actions involving nationally traded securities were virtually 
unknown prior to the PSLRA; they are brought with some fi«quen(r^ now. 

The increase in State court litigation documented in the Grundfest-Perino studv 
is of great concern because, as former SEC Commissioner Wallman has eigplained, 
it threatens to balkanize the applicable disdosure standards for our securities mar- 
kets. National corporations, wnose shares are traded on national exchanges, may 
now be threatened with securities class action litijg^ation in 50 different State courts 
under 50 different standards. Securities dass action litigation is a new phenomena 
in the State courts, and State courts are just beginning to struggle with the difficult 
and unfamiliar issues involved. Given the lack of precedent, and State courts' lack 
of expertise with the issues involved in securities class actions, issuers cannot pre- 
dict with any certainty what standard mieht be applied by a trial judge in Alabama, 
or Vermont, or Nevada, or California. The chilling impact of this prospect on cor- 
porate executives who must make disclosure decisions is obvious. In my experience, 
it is the single most important reason why we have not yet experienced the mtended 
benefits of the ''safe harbor" provisions of the PSLRA, which were designed to en- 
courage disclosure to the market of more forward-looking information that could be 
helpfQ to investors. The companies I counsel are genuinely concerned about the un- 
certainty, and the cost, of being exposed to multiple and different standards at the 
State level when they consider whether they should make such information avafl- 
able to the marketplace. 

As I have counseled our mcgor securities markets, the NYSE and the Nasdaq 
stock market, I have found that foreign issuers considering listing their securities 
on American markets can understand the need to conform to the SEC's regulatkms 
and our rigorous Federal securities laws, but simply cannot fathom why th^ ahinild 



«See Bureau of National Afihirs, Daily Report for Executives (Feb. 20, 1998) at A-17. 
^Denise M. Martin, et al.. Recent Trenda N: What Explains Filings and Settlements in Share- 
holder Class Actions? (National Economic Research Associates, Nov. 1996). 
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alio be solgoct to tiie irifiriM of poMibly diflGwing lU^ 
SOStaloo. 

Ihis diillmff eflbet k dinedy oontrary to the polidas of the PSLRA and the Na- 
tknal SoenriUea Ifailwto Imnrovraieiit Aet of 1996 (NSMIA). ThoM statutes recog- 
1 the importanes of oitaKlishing a single standard to judge the behavior of those 
irlioae seeuritiea are traded on our major nationalmariKets. Congress has 
■lrea4y detormined, in both the PSLRA and in the NSMIA, that it makes no sense 
ftr natJonally traded seeurities to be sulgect to balkanized regulations, to a plethora 
of ineonaiatent and unpredictable State standards. The Uniform Standards Act pro- 
vides an answer to this problem that is entirely consistent with these mi^ congres- 



i UaifMia Standarda LegialatioB 

T1»e Securitiea Utigation Uniform Standards Act of 1997, S. 1260. would brinff 
pradictability and certainty to participants in the national stodc markets. Before I 
mention its effiBCta, however, I uiink it is very important to dispel some myths about 
tibe proposed legislation. At least as important as what the Imiform Standards Act 
womd oo is wlmt it would not do. In their enthusiasm to defeat the Act, some of 
its moat vocal opponents have misrepresented what it in fact would do. 

First, the Unubrm Standards Act would noi affect State securities class actions 
with respect to micro-cap or small-cap stocks. Its provisions simply do not apply in 
the arena of the Naadaqsmall-cap market or the 1>ulletin board." It will have no 
inqiact at all on the SBC's and State regulators' efiTorts to clean up those markets 
or on any private claims related to those markets. Its provisions would apply solely 
to "co ver ea securities," which are those securities listed on the New York or Amer- 
ican Stodc Exdmnses or Nasdao's national market. 

Second, the Uninnrm Standards Act would expressly preserve the authority of the 
State public authorities — attomejrs generalj securities commissions, and other Gov- 
ernment enforcement agencies— to bring suit. Public enforcement has been, and will 
continue to be, a crucial policing method used to ensure the integrity of State and 
national securities markets. The Act affects onlv suits brought 1^ or on behalf of 
private investors. It has no effect whatever on public enforcement 

Third, the Uniform Standards Act does not bar all access to State courts. It affects 
a particular enforcement tool — shareholder dass actions brought on behalf of more 
than 26 persons. The vast minority of State remedies would continue to exist, in- 
cluding suits by individual plamtifn, derivative actions, those suits with fewer than 
25 named plaintififo, and enforcement proceedings brought by State ofiQdals. 

Finally, the Uniform Standards Act would not even preempt most State law ac- 
tions involving securities. It would not affect, for example, most claims of breach of 
fiduciary duty. The Uniform Standards Act tracks the language of Rule lOb-^, and 
limita its preemptive effect to those class actions alleging "an untrue statement or 
omission of a material fact," or the "use! ] or employ[ment of] any manipulative or 
deceptive device or contrivance in connection with the purchase or sale or a covered 
security." The scope of fidudary duties under State law is much broader than this 
provision, and would be left nearlv untouched by its enactment. A suit alleging 
oreach or the fidudarv duty of loyalty, for example, would not fall under the terms 
of the Act Nor would the Act preempt suits involving allegations of breach of the 
duty of care, such as claims that an officer failed to explore alternatives to merger, 
or to negotiate an adequate tender offer price, and, as notod above, it would have 
no impact at all on derivative actions brought by a plaintiff against fidudaries on 
behalr of the corporation itself 

State Law Governing the Fiduciary Duty of Disclosure 

For the most part, the Uniform Standards Act is precisely tailored le^lation that 
is directed at the area most in need of reform: national dass actions mvolvine na- 
tionally traded securities that mirror the sorts of daims traditionally brougnt in 
Federal court under the Federal securities laws. There is one area, however, where 
the proposed legislation may be overbroad. Everyone agrees that Federal legislation 
should not prevent States m>m making rules for the governance of corporations, or 
firom imposmg duties on the corporate directors and officers. In this regard, I agree 
with one concern that has been raised by the SEC and other commenters: whether 
S. 1260 would preempt class action suits alleging a breach of directors' or officers' 
State law fiduciary dutv to make full disdosure of material information, and to re- 
firain firom making misleading statements, relating to an action for which the cor- 
poration seeks shareholder action or approval.® The SEC's concern has been echoed 



•SEC Testimony 20-21. 
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bv members of the bar» and involves those States — most prominently, Delaware — 
tnat impose this fidudanr duty under State statutory or common law. 

Under Delaware law» for example* corporate directors and ofiBcers have a fiduciary 
duty of full and adeauate disclosure of material information when they are seeking 
shajieholder approval of corporate action. If» for example, a corporate board of direc- 
tors is advising its stockholders te respond in a particular way to a tender offer, 
it must disclose all material information relating to the offer and is subgect to liabil- 
itjr for breach of fidudarv duty if it makes misleading partial disclosures.'^ Similarly, 
if shareholders are askea to approve a mercer, the directors wiU be liable for breadi 
of fiduciary duty if the proxy statement tails to disclose all material information 
about the merger.* Claims that ofiBcers or directors have breached this fiduciary 
duty are often litigated in the context of shareholder class action suits, and there 
has been, I believe, a lentimate concern that these suits would be preempted by the 
current language of S. 1260. 

Such preemption would have two practical consequences. First, plaintifiGi in share- 
holder suits may allece breach of a variety of fiduciary duties, mduding not only 
the duty of disclosure out also the duties to refrain finom self-detding and u> exercise 
due care. If claims allenng breach of the directors' duty of disclosure were pre- 
empted, plaintifiGi would m faced with an unpalatable choice. They could bring two 
actions, one in Federal court alleging firaud and one in State court alleeing breach 
of fiduciary du^. But this course may be eiqpensive and wastefully duplicative. Or 

SlaintifiGi could bring all claims in Feaeral court, l^ combining their Federal securi- 
ies law claim with pendent State law breach ot fiduciary duty claims. This option, 
however, would require Federal judges to decide Delaware State law issues. 

Second, cases involving breach of duty claims sometimes arise in suits involving 
fiehts over control of the corporation, in which one side is seekine to ei\join transfer 
of corporate control. State courts (and Delaware courts in particular) have developed 
expertise in resolving claims that ofiCLcers or directors have breached their fiduciary 
duties l^ foiling to cusdose all material information or by disclosing misleading in- 
formation to the corporation's shareholders. The Delaware courts can resolve these 
claims— ^hich are governed l^ a coherent and substantial body of case law — ^in a 
matter of days or weeks. Without this quick resolution, disputes over mergers or ac- 
(]|ui8itions could jeopardize completion of mador transactions and generate substan- 
tial uncertainty and unnecessary expense. Tne SEC and others, including me, have 
expressed a valid concern that enactment of the current preemption language in the 
Uniform Standards Act might "diminish the value of this body of precedent and 
these specialized courts as a means of resolving corporate disputes."^ 

As I nave noted, the SEC is not alone in its concern about preemption of State 
law actions based on a fiduciary duty to disclose. I am a member of the ABA Task 
Force on Securities Litigation Reform, which has devoted considerable attention to 
this issue. The Task Force includes a number of distinguished securities practition- 
ers and has consulted with respected members of the Delaware bar and noted State 
securities law scholars such as Professor Lawrence A. Hamermesh of the Widener 
University School of Law and former Delaware Chancellor William Allen, now a pro- 
fessor at New York University Law Sdiool. Under the leadership of Task Force 
Chair Richard M. Phillips, of Kirkpatrick and Lockhart, and full consultation with 
SEC General Counsel Richard Walxer and members of his staff, the Task Force has 
moved far along the road of formulating a proposed solution to this problem. Al- 
though we have not yet concluded our work, I believe that the Commission staff and 
the Task Force wiU be able to suggest a qualification for the proposed preemption 
language that will fully preserve State law fiduciary duty claims while ensuring the 
continued effectiveness of the PSLRA. 

The general approach fovored by the Task Force would add a carve-out provision 
to the preemption section of the Uniform Standards Act. This carve-out provision 
would specifically and expressly preserve shareholder class actions brought under 
State law that aflege misleading statements or omissions l^ corporate fiduciaries di- 
rected at present shareholders of the corporation who are being asked by the cor- 
poration to make votine or investment decisions. This carve-out approach, initially 
suggested by former Delaware Chancellor Allen, would fully protect both State and 
private interests in the integrity of corporate governance while maintaining the 
effectiveness of the PSLRA and its Federal standards with respect to disclosures 
addressed to the national trading markets. 

Precision is important here, because a broader carve-out provision could substan- 
tially undermine the goals of the Uniform Standards Act, just as the shift of securi- 



'^Zim V. VU Corp., 681 A.2d 1050, 1056 (Del. 1996). 

* Arnold v. Society for Savings Bancorp., Inc., 650 A2d 1270, 1277 (Del. 1994). 

•SEC Testimony at 21. 
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ties daas action litigation finom Federal to State court has largely firuatrated the 
goals of the PSLRA. And narrow tailoring of the carve-out provision matches the 
approach of the Delaware courts* which have refused to extend the fidudarv duty 
or disclosure of material information relating to an action requiring shareholder ap- 
proval into a more ^cperal duty to the marketplace at large akin to that imposed 
oy the Federal securities law decisions. Delaware >^oe-Chancellor Steele recently ob- 
served that: 

Cong^ress has articulated a standard of disclosure to protect the national 
securities market. It makes little sense for Delaware courts to impose either 
a duplicative or stricter standard on directors of Delaware corporations. 
Neither the Delaware corporaticm code nor the common law suggests that 
Delaware can or should pick up the perceived regulatory slack when Fed- 
eral scrutiny may not include review of every actionable theory divinable 
l^ a dogged plaintiff.^® 

That is precisely the point of the Uniform Standards Act In the PSLRA. Congress 
articulatea, after much thoui^t and considendble study, a uniform Federal stairaard 
l^ which securities class actions are to be judeed. llie goals of that Act wiU not 
be achieved if there is a migration of securities duass actions to State court 

With the addition of a carve-out provision like the one being developed 1^ the 
Task Force, I believe that the Uniform Standards Act offere a workable and flEur way 
to ensure that the PSLRA is implemented as intended, while protecting legitimate 
State interests in regulating corporate governance. 

When this Subcommittee held hearings on the PSLRA, opponents predicted that 
ft would slam shut the doora of the Federal jiMlidary and keep legitimate cases out 
of court. Those dire predictions have proven unfounded: Despite the hei^tened 
standards it imposed, the number of Federal securities class actions has remained 
constant and even increased since the PSLRA's effective date. Now those same op- 
ponents predict disaster if the Uniform Standards Act becomes law. Yet a careful 
examination of the Uniform Standards Act, with the carve-out provision I have de- 
scribed, demonstrates that its effect would be limited: It would end the migration 
of class actions involving truly national securities markets to the State courts, while 
ensuring that State courts ^nU continue to be an important, and accessible, forum 
for issues involving smaller-cap companies, and for the full range of fiduciary duty 
and corporate governance issues, that are the traditional and appropriate province 
of State law. 



^^Malone v. Brincat, No. 15610, 1997 WL 697940, at 2 (Del. Ch. Oct 30, 1997). 
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RESPONSE TO INQUIRY OF SENATOR ORAMM ON 

SUGGESTIONS FOR IMPROVEMENTS TO S. 1260 

FROM RICHARD W. PAINTER 

I thank this Subcommittee for the opportunity to testify on Feb- 
ruary 23, 1998 and to respond to the testimony presented at that 
hearing. 

Suggested Changes to the Bill 

Although I am oi>posed to enactment at this time of any Federal 
legislation preempting State causes of action, I submit the follow- 
ing observations pursuant to the Chairman's request for specific 
suggestions as to how the bill might be improved: 

• Because the bill allows suits other than dass actions to be filed 
in State court, the bill does not accomplish its purported objec- 
tive of preventing parallel State court litigation from beins uised 
to obtam discovery that is not allowed in Federal court. Tike bill 
can accomplish this objective only by (1) adopting the draconian 
language suggested by Congressman Campbell ^ that would pre- 
empt aU State court suits, not iust dass actions, or (2) amenai]U[ 
either the securities laws or the All Writs Act^ to give Fedenu 
courts explidt authority to epjoin State court discovery while a 
Federal suit is pending. The second approach is better because 
it would allow State court litigation to go forward once a parallel 
Federal action has been resolved and an injunction against State 
court discovery has been lifted. Alternatively, Congress could do 
nothing at this time and assume that either (1) State courts will 
address discovery abuses by imposing discovery stays or commu- 
nication barriers between lawyers working on State and Fed^*al 
cases, or (2) that Federal courts will issue temporary ii\juncti<ms 
against State court discovery designed to circumvent disravery 
stays imposed by Federal law. 

• The bill creates an inequitable two-tier system of securities liti- 
gation: Large investors, who can afford to sue individually or in 
small groups, are permitted to file claims under State law as well 
as Fedferal law, whereas smaller investors, who can only afford 
to sue in class actions, must file their claims under Federal law 
and in Federal court. Alternative approaches include (1) the dra- 
conian, but at least evenhanded, approach of the Cami>bell bilL 
(2) narrower preemption measures that treat class actions and 
individual suits equally, or (3) no preemption legislation at all. 

• Because recklessness currently gives rise to a cause of action 
under the anti-fraud statutes and common law of many Statra. 
if State law is preempted. Section 10(b) of the 1934 Act shoula 



^See H.R. 1653, 105th CongreM, Ist Sess. (1997) (the Securities Litigation ImprovwMnt Aet 
of 1997), proposed by Congressman Tom Campbell (R-GA). This approach woiud fince maaj 
common law firaud cases tnat have traditional^r been litigated in l»ate court, such as daimi 
brought by investors against broker-dealers and investment advisors, into Federal court wtM&n 
more limited remedies are available. For this and other reasons, I am strongly opposed to Con* 
gress choosing this (^tion. 

^Under the All Writs Act, 28 U.S.C. i 1551(a), "Mhe Supreme Court and all courto eatablldied 
b^ Acts of Congress may issue all writs neoessai^ or appropriate in aid of their reqiectm ju- 
risdiction and agreeable to the usages and prinaples of law." This power, however, is limited 
by the Anti-Injunction Act, 28 U.S.C. $2283, under which "[a] court of the United States maj 
not grant an ix\junction to stay proceedings in a State court except as expressly authoriaed bgr 
Act of Congress, or where necessary in aid of its jurisdiction, or to protect or efifoctaato m 
judgments. 
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be amended to permit suits based on recklessness. At present, it 
is by no means certain that the Federal courts wiU continue to 
uphold claims for recklessness under Federal law.^ 
Because suits against aiders and abetters may currently be filed 
under the anti-fraud statutes and common law of many States, 
if State law is preempted. Section 10(b) of the 1934 Act should 
be amended to permit suits against aiders and abetters. 
Suits brought under Section 10(b) of the 1934 Act are brought 
within a statute of limitations (1 year from the discovery of the 
fraud, and 3 years from the fraud itself) that is shorter than the 
statute of limitations for suits brought under the anti-fraud stat- 
utes and common law of many States. If State law is preempted, 
the Federal limitations period should be changed to permit toll- 
ing if a defendant has taken actions to conceal its own fraud. 
Many of the foregoing discrepancies between Federal and State 
law are attributable to the fact that Congress in 1934 did not 
create an express private right of action under Section ICKb) and 
instead left State remedies intact. PlaintifTs' only remedy for se- 
curities fraud, however, should not be an implied private right of 
action that was never expressly authorized by Congress which 
the Supreme Coiirt has, for over 20 years, viewed with hostility.'^ 
Congress, if it preempts State law remedies, should at least in- 
sert an express private right of action in Section 10(b). 
The bill still lacks language that exempts from preemption suits 
brought under State fiduciary duty law for misrepresentations or 
for omissions in connection with securities transactions. Such a 
carve out for fiduciary duty claims, sometimes referred to as a 
''Delaware law carve out,** presents significant drafting problems 
because there is not always a clear boundary between corporate 
fiduciary duty law and disclosure duties under securities law. I 
wiU submit comments in a separate letter to the Chairman of 
this Subcommittee once I have seen the language in the markup 
of the bill. 

The bill should exempt from preemption claims of fraud in face- 
to-face transactions that take place entirely within a single State. 
The bill arguably would reach suits brought by trustees on behalf 
of trust beneficiaries (who many times are 'Hmnamed parties'*). 
Such suits should be explicitly exempted. 

The bill should exempt uncoordinated suits against a common 
defendant from the definition of ''class action.'' At a minimum, 
language should be inserted stating that in order for a group of 
suite to be deemed a class action (1) the plaintiffs must be rep- 



'See e.g. In re SiUcon Graphics, Inc. Sec. Lit., 1996 U.S. Dist. LEXIS 16989, 1996 WL 664639 
(N.D. Cal. 1996) (reaffirmed on motion to reconsider at 1997 WL 285057). The SiUcon OrapMea 
case is currently on araeal to the Ninth Circuit, and the SEC has filed an amicus brief protest- 
ing the district court's departure finom the recklessness standard. See Brief of the Securities and 
EsKhange Commission, amicus curiae. In re Silicon Graphics Sec. Litig., Fed. Sec. L. Rep. 99, 
325 (N.D. Cal. 1996) (No. 96-0393). 

«See Blue Chip Stamps v. Manor Drug Stores, 421 U.S. 723, 737 (1975) ("When we deal with 
private actions under Rule lOb-5, we deed with a judicial oak which has grown finom little more 
than a legislative acorn.**); Central Bank v. First Interstate Bank, 511 U.S. 164, 171 (1994) (just 
as Blue Chip Stamps declined to impute to Congress an intent to expand the plaintiff class fiir 
a judicially implied cause of action, "it would be just as anomalous to impute to 0>ngress an 
intention in effect to expand the defendant class for lOb-5 actions.'O 
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resented by the same counsel and (2) common questions of law 
or fact must predominate. 
• The bill should address problems created by the Supreme Court's 
holding in Matsushita Electric Industrial Co. v. Epstein,^ that 
Federal courts must give full faith and credit to State court set- 
tlements of Federal claims concurrently being htigated on behalf 
of an overlapping class in Federal court. The Matsushita holding 
could undermine Federal courts' authority to reject State court 
settlements in which dass members have received inadequate 
representation from their counsel. The bill should either bar Fed- 
eral securities law claims that have been filed in Federal court 
from being settled in parallel State court proceedings, or at least 
make it dear that Federal judges have me authority to review 
such settlements for the adequate representation of the parties 
concerned. 

The Price Wateriiouse Study 

At the February 23, 1998 hearing, the Chairman presented to me 
and to other witnesses a copy of a letter, dated February 20, 1998, 
from Price Waterhouse to Senator Alfonso M. D^Amato, the Chair- 
man of the Senate Banking Committee (the Tebruary 20 Letter^. 
This letter sought to correct condusi<ms that had been drawn by 
four U.S. Senators from a 1998 study done by Price Waterhouse 
(the Trice Waterhouse Study^) showing some significant declines 
in State court litigation.^ 

First, and perhaps indicative of the carelessness which underlies 
many of the empirical arguments that have been made about State 
court litigation, the February 20 Letter, written on the letterhead 
of Price Waterhouse's New York City ofQce, is addressed to ^Sen- 
ator Alphonse M. D'Amato.'' I attribute the incorrect spelling of the 
Committee Chairman's name not to lack of knowledge, but to the 
haste with which the February 20 Letter was prepared on a Friday 
so it would be ready in time for the following Monday's hearing. 

Second, while it is true that the Securities Class Action Alert 
(SCAA) statistics used for the Price Waterhouse Study do not re- 
port on parallel filing (cases filed in both State court and Federal 
court), many such suits are apparently accounted for in the SCAA 
data bank as ''State'' suits even if another similar suit is filed in 
Federal coiirt.'^ Furthermore, parallel filings are only a portion of 
the State coiirt filings that proponents of preemption legislatioii 
claim are filed to avoid the strictures of the 1995 Act.® Knall^, 
there is apparent incongruity between the 1996 filings rqxirted m 



>116S.a. 873 (1996). 

*See Price WaterliouM Securities Litigation Study (1996) (reporting 67 State caaes In 1994, 
52 in 1995, 66 in 1996, and 44 in 1997). 

Tin many parallel filings (approximately 90 percent), the State suit is filed first. If 80» tiie 
SCAA data bank accounts for the suit as a State filing. If; however, the Federal suit Is fikd 
first, the SCAA data bank accounts for the suit only as a Federal filing. Telephone < 
with James M. Newman, Publisher and Editor, SCAA, March 5, 1998. 



in state court at the same time as th^ file suits in Federal court (l^jMuraUel daima^ In older 
to evade the 1995 Reform Acfs stay on discoveiy. See Joseph A. GrundfiMt and Michael A. 
Perino, Seeuriiiea Litigation Reform: The First Yearns Experience 3 (1997). 
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the February 20 Letter and the 1996 filings reported by Professors 
Grundfest and Perino, who also use the SCAA aata.^ 

Turning to Exhibit A of the February 20 Letter, and specifically 
comparing the years 1994, 1996^ and 1997,^^ it is clear that almost 
all m tiie significant increase is in what Price Waterhouse calls 
'^MunEdlel cases'* (6 in 1994, 46 in 1996, and 22 in 1997). The stoiy 
uuBBe statistics appear to tell is that plaintiffs rushed to file par- 
aSLd, cases in State court in 1996 after the Reform Act was passed 
(over a 600 percent increase firom 1994 to 1996), but found that in 
many instances the State court game was not worth it, probably 
because some California courts are reluctant to allow State cases 
to be used to get around Federal discovery requirements. By 1997. 
a very substantial number of plaintiffs had abandoned the paraUel 
filings, causing t^e number to drop to less than half its 1996 level. 
Wh^er this drcp continues will depend in part on how the Cali- 
fornia Supreme Court defines the parameters of discovery in State 
actions when a parallel Federal action is pending. In short, we 
must wait and see. 

By contrast, the ''State-Fed Equivalent" statistic (15 in 1994, 25 
in 1996, and 17 in 1997) is almost back to where it was in 1994. 
Clearly, the so-called ''substitution efiTect," where plaintiffs go to 
State court instead of Federal court believing the State forum to be 
better, seems to have disappeared. 

Projecting the Future 

Although projecting the fiiture is difficult, both supporters and 
opponents of the bill have made forward-looking statements about 
what the litigation landscape will look like if this legislation is not 
passed. Maybe all of these forward-looking statements should have 
D^en accompanied bv more cautionary language, particularly where 
historical data is stiU in dispute. 

Is plaintiffs' use of State court litigation to circumvent the re- 
quirements of the 1995 Act over? Probably yes, but at this point 
we simply don't know. The Price Waterhouse statistics (both in the 
Price Waterhouse Study and in the February 20 Letter) suggest a 
sharp drop-off in State suits in 1997 firom 1996 levels. The NERA 
study shows similar results.^^ Even Boris Feldman, in his 1998 
memorandum located on Wilson Sonsini's World Wide Web page, 
said that "plaintiffs' State court gambit has been a failure and is 
over^ and hsted three specific reasons why this is the case.^^ 



*See Grundfest and Perino, supra. Table 3 (reporting that 30 companies were sued in both 
Federal and State court in 1996 in contrast to the 46 parallel cases in 1996 reported in the Peb- 
ruarr 1998 Letter). 

i<*It is not helpfiil to use 1995 data in comparison to other years. In the year the Reform Act 
was passed, aberrations, including a rush by plaintiffs to file in Pederal court before the new 
law took effect, may have influenced both State and Pederal filings. Similar distortions may 
occur in 1998 if it becomes dear that the pending preemption legislation will become law. 

i^NERA 1997 Study (reporting 53 State court filings in the first 5 months of 1996 and 21 
in the first 5 months of 1997). 

^3 See Boris Feldman, The Securities Class Battlefield Circa 1998, http:/Avww.wBgr.com/ 
Resources/Sec Lit/Recent/battleJitm (Coj^right 1998 Wilson Sonsini Goodrich & Rosati). The 
full text of Mr. Feldman's observations on State court litigation is as follows: 

"In my opinion, plaintiffs* State court gambit has been a failure and is over. Others may 
disa^pree. I oase that conclusion on three foctors. First, plaintiffs* attempts to broaden dra- 
matically state laws that have been on the books for yean have not woiked. Courts have 
consistently rtgected plaintiffs' attempts to apply to shareholder disputes statutes that im- 
pose lower burdens, or greater penalties, than do the securities laws. 

Continued 
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My objective is not to prove that plaintiffo' State court gambit is 
over or that the 1997 shift away from State court back to Federal 
court will be permanent. Neither do I seek to challenge the credi- 
bility of persons conducting or relying on the foregcnn^ empirical 
studies. Rather, my point is that reasonable people, indeed hig^y 
specialized and intelligent professionals,^^ have reached different 
conclusi<ms based on the same data. Indeed, as is evident from 
comparing the Price Waterhouse Study to the February 20 Letter 
as well as Mr. Feldman's Web page memorandum ^^ to his subse- 

Saent testimon^,^^ the same person or firm can reach different oon- 
usions at different times depending on how the data is analyzed 
or the context in which their analysis is made. 

Although it is tempting to think that the data is being manipu- 
lated to accomplish a political objective, the best explanation for 
this lack of consensus is that the data itself is inconclusive. It ap- 
pears that State court filings went up in 1996 and back down again 
m 1997, but it is very dimcult to mscem the ma^tude of these 
changes, and there is not enough evidence to establish a permanent 
trend one way or the other. U so, the ''State court proDlem" that 
is alleged to be serious and lasting, and which is often referred to 
as the principal justification for the sweeping preemption con- 
templated by S. 1260, at this time lacks statistical foundation. 

Conclusion 

Because the statistical data used to support the daim that there 
has been an upsurge in State court litigation is at best uncertain, 
and because the effect of the 1995 Act on Federal causes of action 
is still uncertain. Congress should postpone enactment of any legis- 
lation that would preempt private rights of action under State law. 
If such legislation is enacted, significant changes need to be made 
both to the preemption language as well as to the Federal private 
right of action to assure that investors will continue to have appro- 

Eriate remedies for breach of fiduciary duty under State corporate 
iw and for fraud under the securities laws. 



SeoQDd, I believe that plaintifh hove oome to reeUie that thqr wiU not be pMrmlftted to 
uae courts in a particular State (ie., Califinrnia) to litigate the daima of ahareholdeis aroond 
the countr y pi tfticulariy wbtsk Federal law providea ample remediea fiir natioQwide rlaiiM. 
This iaaue is now before the Califomia Supreme Court (in the Diamond Multimedia case). 
If the Court rules that the California se curi ties laws only appl|y to inTssters whs puidiase 
their stock in California, then the potential damages in those cases will drop to a fraetion 
of their current bloated siie. If the Court holds that Califomia rules the Nation, then one 
can expect that pending legislation in Congress to preempt State securities laws for nation- 
ally traded companies will move to the fast tra^ 

Finally, niaintifls have not had much suoosss milking the State cases for diaoovwy that 
they can then use to file a Federal complaint. In a number of recent State court decisions 
(stiurting with the Quantum case), courts have barred plaintiflfs from sharing infonnation 
between the di£forent cases. Other courts have simply stayed discoveiy in the State case 
until the Federal motions to dinmss were over. 

As a result of these footers, the overwhelming percentage of shareholder dass aetiona fil^d 
in recent monthe have been filed exduaively in Federal court, without a tag^kmg State 
case." 
Id. at 1-2. 

^Prioe Wateriiouse, for eiample, is one of the Nation's premier accounting firms and Boris 
Feldman is a hiMy accomplished securitiee litigator who was named by the American lAmjv 
as one of the 45 best lawyers in the countiy under 45 years of age. 
i^See note 12 supra. 

i*See Written Testimony of Boris Feldman Before the Subcommittee on Secnritiea, Conmiittee 
on Banking, Housing, and Urban AfBurs, U.S. Senate, February 23, 1998, at 2-11 (string that 
State court class action litigation is a serious problem). 
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February 20. 1998 

Senator Alphonse M. D* Amato 
Chairman Senate Banking, Housing 
and Urban Affairs Committee 
534 Dirksen Senate Office Building 
Washington, D.C. 20510 

Dear Mr. Chairman: 

Senators Sarbanes. Shelby, Bryan and Johnson, in their letter of Februan 5. 1998 to 
Senator Gramm. incorrectly cite a statistic from the Price Watcrhouse 1997 Securities 
Litigation Study C^tudy**) to infer that state court class action securities litigation is 
declining. The Study drew no such conclusion. In point of fact the opposite appears to 
be the case. 

The footiK>te to the statistic relied upon by the Senators states: '^The source used for 
determining the number and type of lawsuits and for certain case details was Securities 
Class Action Alert rSCAA")...SCAA counts the number of suits filed by defendants 
sued, therefore it docs not report on parallel filings ...'' [emphasis added]. Parallel 
filings (i.e.. suite court cases filed in tandem with federal cases) were not measured in 
the Study. While our Study does not measure parallel actions, both the 1997 SEC 
Repon to the President and Congress on the First Year of Practice Under the Private 
Securities Litigation Reform Act of 1995 TSEC Report") and a 1996 smdy by 
Professor Joseph Grundfest. of Stanford University School of Law. did analyze these 
types of state court cases. Both analyses indicated that parallel filings of state court 
cases appeared to be increasing. 

Our Study measured other aspects of securities class action lawsuits, and it appears that 
opponents of litigation reform have misconstrued its findings. One cenual finding of 
the Study is that a reason for increases in total securities litigation cases in 1997 is that 
the plaintiff^s bar continues to "game the system" in an attempt to circumvent reforms 
enacted by Congress. 

Because the trend in urue parallel and federel-equivalent state court filings has become 
an issue in connection with litigation reform proposed in Senate Bill 1260 and House 
Bill 1689, 1 have expanded our previously published Study to measure that trend. The 
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Senator Alphonse M. D'Amato ^1^ 

Page 2 ^ 

February 20. 1998 " 



accompanying Exhibit A reflects statistics for 1991-1995 (pre-Reform Act) and for 
1996-1997 (post-Reform Act) for parallel-filed state cases and other state cases which 
are the equivalent of federal class action securities litigation cases. As you can see, the 
pre- Reform Act per year average of such cases, for 1991-1995, was 16. while the post- 
Reform Act per year average, for 1 996- 1 997. has jumped significantly to 55. Such 
state cases filed in 1996 grew 355% over the 1991-1995 average; and. in 1997 the 
filings were 150% greater than the 1991-1995 average. For the two years after the 
Reform Act was enacted into law. parallel and state-federal equivalent cases averaged 
253% of the average number of cases during the period 1 99 1 - 1 995 . Significantly, 
more of these parallel-filed and federal-equivalent state cases have been filed in the 
two years since enactment of the Reform Act than were filed in the previous five years 
combined. 

On a parallel-filed only basis, our data corroborates a new 1 998 study prepared by 
Grundfest and Perino. and reflects an even greater increase in such state cases filed in 
1996 and 1997 than are reported in the Grundfest and Perino study. However, parallel- 
filed case growth is only part of the story. The statistics also show a dramatic increase 
in other state court cases which mimic federal class action securities cases and which 
appear to attempt another "end-run" around reforms enacted under the Private 
Securities Litigation Reform Act of 1995. 

Should you have any questions or require further information, please call me at (212) 
596-7566. 

SincereW..^^^ ^.^.^ 

Daniel V. Dooley X^ 

Partner 

Price Watcrhousc LLP 

Enclosure - as stated 

cc: Senator Phil Gramm, Chairman Securities Subcommittee of the Senate 
Banking, Housing and Urban Affairs Committee 
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EXHIBIT A 
Parallel and State-Federal Equivalent Class Action Securities Litigation Case Analysis 



State 
Parallel "parallel" State-Fed 
Year Cases' Equivalent' Total 



1991 




13 


16 


1992 




8 


12 


1993 




12 


17 


1994 




15 


21 


1995 




7 


12 




Private Securities Litigation 


Reform Act 


1996 


46 


25 


71 


1997 


22 


17 


39 
Percent Rise 


Year 




Cases 


compared to '9 1-*95 


Avg# of Cases 1991 


-1995 


16 






Private Securities Litigation 


Reform Act 



1996 71 355% 

1997 39 150% 

Avg # of Cases 1996 - 1997 55 253% 



' A lawsuit that has both a federal and a state case with similar allegations and class period. 

If the federal case was filed in a different year than the state case, we use the earlier of the two. 

' A state case which has allegations similar to typical federal class action securities litigation cases 

(i.e.. not transactional or breach of fiduciary duty cases more typically brought in state courts 

such as Delaware Chanceiy Court) that could have been (and/or subsequently was) brought in federal court 
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MASTER LIST OF CASES FOR STATE-FEDERAL EQUIVALENT 
CLASS ACTION SECURITIES LITIGATION CASE ANALYSIS STUDY 



YEAR 



CASE TYPE CASE NAME 



1997 Parallel 3ComCoip 

Aames Financial Coip 

Anchor Gaming 

Bay Networks Inc 

Boston Chicken 

California Anq>lirier Inc 

DIIGroupo 

Dove Entertainment 

Einstein Noah/Bagel 

Electronics for Imaging inc 

Embryo Development 

Lumisys Inc 

Macromedia Inc 

Mossimo Inc 

Prism Solutions Inc 

Quality Systems Inc 

S3 Inc 

Shiva Coip 

Storm Technolog>' 

VanstarCoip 

Veterinary Centers of America Inc. 

Yes! Entertaiimient Corp 
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PIASTER LIST OF CASES FOR STATE-FEDERAL EQUIVALENT 
:LASS action SECURITIES LITIGATION CASE ANALYSIS STUDY 



ITEAR 



CASE TYPE CASE NAME 



!996 Parallel Access HealUiNet Inc 

Adx'anced Voice Technologies 

AmSouth Bancoiporation 

Barnen Banks 

Bennett Funding Group 

Brooktree Coip 

Communication & Emenainmem 

CompuServe/H&R Block 

Con/Tech Communications 

Dean Winer Reynolds Inc 

Diamond Multimedia Systems 

Digital Link Coip 

Discreet Logic Inc 

Filenet Coip 

FoxMeyer Health Coip 

Fritz Cos 

General Nutrition Cos 

Horizon/CMS Healthcare 

IMP Inc 

Insignia Solutions Inc 

Manhattan Bagel Co 

Nellcor Puritan Bennett Inc 

Netmanage Inc 

Netwoik Computing De\'ices Inc 

Northeast Utilities 

Nutrition for Life International 

Oak Technolog>' Inc 

Oakley Inc 

Orthologic Corp 

Paracelsus Healthcare Coip 

Perfoimance Development 

Physician Reliance Network 

Pronet Inc 

ProximaCoip 

Pyramid Breweries (f.k.a. Hart Brewing) 

Quantum Coip 

Quarterdeck Coip 

Read-Rite Coip 

Silicon Graphics bic 

Stormedia Inc 

Stratosphere Coip 

Symantec Coip 

Syquest Technology Inc 

TCSI Coip 

Unison Healthcare Coip 

Valujet Airlines 
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MASTER LIST OF CASES FOR STATE-FEDERAL EQUIVALENT 
CLASS ACTION SECURITIES LITIGATION CASE ANALYSIS STUDY 



YEAR 



CASE TYPE CASE NAME 



1995 ParaUd 



Cindmiati Microwave 
Curative Technologies 
HiU Stores 
Medi-MaU 
Nokia 



1 994 Parallel Automated Telephone Management 

Computer Concepts 
Condor Senrices 

Damson 1983-84 & 1984-85 Oil ft 
Essex Financial Partners L.P. 
Pnidential Bache Energy LP 



1993 Parallel 



Citizens Utilities Co 
Damon Coip (93) 
Frame Technology 
Gensia Pharmac>' 
ManechUSAInc 



1992 Parallel 



Joy Technologies Inc 
Nyoor, bic. 
Ort>ital Engine 
Xoma Coip 



1991 Parallel Dycom Industries 

Salton/Maxim Housewares Inc 
VintechL.P. 
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MASTER LIST OF CASES FOR STATE-FEDERAL EQUIVALENT 
CLASS ACTION SECURITIES LITIGATION CASE ANALYSIS STUDY 



YEAR 



CASE TYPE CASE NAME 



1997 Fed Equivalent 



Amrelnc 

Bamett Banks 

DSP Communications 

DTMCoip 

Franklin Real Estate Income Fund 

Macromedia Inc 

Merry Go Round Enteiprises 

ML Media Partners LP 

Naxos Resources Inc 

Oracle Corp 

System Sofhvare Associates Inc 

Talbert Medical Management Hoi. 

Tele-Communications Inc 

Unison HealthCare Corp 

USAA Real Estate Income Inv. I & II 

Vanstar Corp 

Wiz Technolog>' Inc 



1996 Fed Equivalent 



ADAM Software Inc 

Adobe Systems Inc (96) 

California Federal Bank FSB (%) 

Cellnet Data Systems Inc 

Cerion Technologies Inc 

Choices Entertainment Coip 

Cinergi Piaures Entertainment 

Cinus Logic Inc 

Citadel Holding 

Comparator Systems Coip 

Growth Hotels Investors 

Helmstar Group Inc 

I-Stat Coip 

John Hancock Realt>' Income Fund 

Microtest 

Mid-Atlantic Medical Services Inc 

Oxford Tax Exempt Fond 

Paine Webber Group Inc 

Paradigm Technology' Inc 

Pearce International Systems Inc 

Pier 1 Impoits Inc 

S.O.I. Industries Inc 

Semitool bic 

Simwareinc 

Uniroyal Chemical Coip 
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MASTER LIST OF CASES FOR STATE-FEDERAL EQUIVALENT 
CLASS ACTION SECURITIES LITIGATION CASE ANALYSIS STUDY 



YEAR 



CASE TYPE CASE NAME 



1995 Fed Equivalent 



Advanced Medical Inc 

Fidelity Spartan Short-Imtennediat 

Global Privatization Fund Inc 

Med-Waste Disposal Services Inc 

Prudential Securities 

STB Systems 

Tordunark Coip 



1994 Fed Equivalent 



Baird Adjustable Rate Income Fund 
Capitol Bank Sacramento 
Circus Circus Enteq;)rises bic 
Fust Commercial Coip 
Gottscfaalks Inc 
InterPharm Labs Inc 
James River Coip 
Mark T\»'ain National Bank 
Merit Medical Systems 
New York Mini Fund 
Phillips Van Heusen Corp 
Plants for Tomorrow Inc 
Structural Dynamics Research Corp 
Teachers Managemem & Investment 
Time Warner Inc (94) 



1993 Fed Equivalent 



Brooke Group Ltd (93) 

Duke Realty Investments 

Empire Insurance Co 

First Cit>' Industries Inc 

First of Michigan Capital Corp 

Homestead Savings & Loan Assoc 

Media Logic 

Merchants Group Inc 

Piper Jaf&ay's American Government 

Prime Plus Realt>' Partners LP 

Tesoro Petroleum Corp 

Turner Broadcasting System Inc 



1992 Fed Equivalent 



AMR Coip 

Capital Realty Investors IV LP 

Cellcor hic 

Dean Witter, Discover St Co 

Enserch Exploration LP 

Nyoorlnc 

Tucson Electric Power Co (*89) 

Weiiton Steel Co 
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MASTER LIST OF CASES FOR STATE-FEDERAL EQUIVALENT 
CLASS ACTION SECURITIES LITIGATION CASE ANALYSIS STUDY 

YEAR CASE TYPE CASE NAME 

1991 Fed Equivalent Avon Pioducts 

Brock Hotel Corp 
Coast Savings Financial Inc 
Eastern Utilit>' Associates 
Henley Groi^) Inc 
Marquest Medical Products Inc 
Needle In A Haystack Inc 
Pennsylvania Entennises Inc 
Robert C. Brown A Co 
Salton/Maxim Housewares Inc 
South Chicago Savings Bank 
Time Warner Inc (91a) 
Valero Partners 
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APTC 



Aflwdaltan or Pubttdy Itaded ConvaniM 
1200 IMi Street. N.W.. Suite 900 
WMhinflUm. DC. 20006-2422 
20I2JI67.11U KAX: 202.223.4671) 



Harch 27, 1998 



The Honorable Phil Grann, Chairman 
Senate Committee on Banking, Housing, 

and Urban Affairs 
Subcommittee on Securities 
Dirksen Senate Office Building 
Washington, D.C. 20510 

Dear Nr. Chairman: 

The Association of Publicly Traded Companies (''APTC 
or "the Association") is a member of the Uniform Standards 
Coalition and strongly supports S. 1260 and its effort to 
eliminate frivolous lawsuits and increase the amount of 
information available to investors. 

The Association commends your thoroughness in 
evaluating the issues presented by S. 1260. He want to help 
insure that the hearing record thoroughly refJects the state 
of affairs following the passage of the Private Securities 
Litigation Reform Act of 1995 ("PSLRA"), especially with 
regard to the safe harbor provisions. This letter responds to 
some testimony the subcommittee has received. Therefore, I 
request that this letter be made a part of the Subcommittee's 
record on S. 1260. 

The Association is proud of the role it played in 
advocating for the reforms enacted under the strong bipartisan 
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leadership of which you were an important part. APTC worked 
especially hard on the development of a safe harbor for 
forward looking statements. Me are especially anxious to set 
the record straight regarding the safe harbor provisions of 
the PSLRA. Therefore, we wish to address specifically the 
testimony of Ms. Mary Rouleau, representing the Consumers 
Federation of America ("CFA") regarding the safe harbor. 
Additionally, we wish to address the disingenuous use, by the 
CFA witness of the testimony of Mr. Robert Hinckley, an APTC 
Board Officer. 

As a representative of companies with the most at 
stake, the Association knows of the need for uniform national 
standards. APTC represents small and medium-sized public 
companies, including a large percentage of small high 
technology companies that are on the cutting edge of our 
economy and among the largest producers of new jobs in 
America. At the same time, companies in this segment of the 
economy are main targets for class action shareholder suits. 

As APTC's Past-chairman Christopher J. Murphy III 
said in testimony before the securities subcommittee in 1995, 
these suits, even when baseless, can result in extremely large 
legal expenses. More important, these suits always divert 
management from the task of building shareholder value by 
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forcing them to focus on preserving corporate assets. This 
can be especially debilitating to small and medium-sized 
companies in highly competitive markets. 

The Private Securities Litigation Reform Act sought 
to weed out frivolous lawsuits because they created a drag on 
economic growth and reduced information available to 
investors. The statute, which was a product of extensive 
congressional study and negotiation, should have been a major 
step toward protecting companies that offered projections and 
other types of forward looking information. Unfortunately, 
after Congress acted, plaintiff's attorneys quickly began 
taking end runs around the new federal standards and brought 
class action suits in state courts. Congress must now act 
again to ensure its work is not undermined. APTC believes S. 
1260 offers a sensible solution to this problem. 



S. 1260 Is Necessary To Ensure that Investors Benefit from a 
True Safe Harbor 



S. 1260 must be enacted to make the reforms in the 
PSLRA meaningful. Our members continue to be threatened by 
suits challenging forward looking statements. Since the 
enactment of the PSLRA, our members have seen an increase in 
both traditional securities claims in state court and parallel 
actions in which claims based on the same facts are brought 
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concurrently in state and federal court. A class action in 
one state is just as threatening as an action brought in 
federal court. Many of APTC's members are being advised by 
their lawyers that, without a true safe harbor, they should 
not offer investors forward looking information. This harms 
both companies who seek capital to grow and create jobs, and 
investors who want the considered views of corporate managers 
about the company's future. 

Much of the opposition to S. 1260 simply rehashes 
arguments considered and rejected by Congress just a few years 
ago when it overwhelmingly passed the PSLRA. The Consumer 
Federation, which purports to represent the interests of 
investors, ignores the interests of shareholders in protecting 
corporate assets from frivolous lawsuits. Prompt disposition 
of such a suit brings an end to these lawyers' raids on 
shareholder equity. Shareholders, therefore, are the true 
beneficiaries of the PSLRA and their interest is in seeing its 
full affect on the securities class action litigation system. 

The Consumers Federation argues that S. 1260 should 
be rejected because it builds on the PSLRA, which it claims 
was a ** radical experiment," protecting "forward-looking 
statements from liability even when they are knowingly false 
or made with a reckless disregard for the truth." 
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Contrary to the complaints of the CFA, the PSLRA did 
not authorize companies to mislead investors. The requirement 
for companies to provide "meaningful cautionary statements 
identifying important factors" that could cause results to 
differ from projections is an important safeguard to investors 
evaluating the reliability of a forward looking statement. 
Moreover, as has been emphasized by federal courts, the "total 
mix" of information is critical. During the debate over the 
safe harbor concept prior to the 1995 Act, APTC frequently 
challenged skeptics to cite an example of a true fraud 
perpetuated only through the use of forward looking 
statements. No such case has ever been identified. 

APTC members are committed to providing accurate and 
reliable information to the market. False and misleading 
statements reduce investor confidence and damage the 
credibility of the market, and we have always favored an 
enforcement scheme that punishes bad actors. However, we have 
also taken the lead in advocating for a safe harbor which give 
companies protection from frivolous suits based on ** fraud-by- 
hind sight" allegations. 

S. 1260 Will Increase the Efficiency of Securities Markets 
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Creating a true safe harbor for clearly identified 
forward looking statements will increase the amount of 
valuable information available to investors. We believe the 
CFA misrepresented the statements of Robert Hinckley to 
suggest that increasing the amount of forward looking 
information would be of no value to investors. APTC believes 
the market works most efficiently when investors have the 
maximum information that can be provided. This includes 
information about the conqpany's plans and expectations for the 
future. Mhile there is always uncertainty in making a 
projection — as Mr. Hinckley fairly and accurately pointed 
out — every successful company spends much of its energy 
looking to the future. Notwithstanding this effort, the 
future usually holds unforeseen events - financial crises in 
foreign markets, rogue weather patterns, changes in law, 
regulation and taxation, for examples. Therefore, investors 
ought to be able to hear management's well-considered, candid 
view, fully recognizing that no one has a crystal ball. 
Congress appropriately agreed with this view when it enacted 
the safe harbor provisions of the PSLRA. 

Far from finding forward looking information 
valueless, as the CFA contends, the market increasingly 
demands this information. Many of our members - especially 
the smallest ones are confronted with a plain fact: 
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shareholders and potential investors demand more information 
about their plans for the future. 

Capital markets are not 100% efficient. A recent 
study shows the cost of capital for small cap companies to be 
significantly higher that the cost for "brand-name" companies. 
Small Stocks Are Getting Little Respect Around Globe, The Wall 
Street Journal, February 23, 1998. Predictability of earnings 
is key discriminator between the large cap companies cost of 
capital and that of the small cap market. Id. Therefore, for 
small growing companies in particular, the opportunity to meet 
shareholders' demands for forward looking information is 
essential to their competitive position in the market for 
capital. 

The Association has always maintained that the 
securities markets themselves provide a check on the veracity 
of businesses. The markets quickly punish companies that do 
not honestly present themselves. The CFA simply misreads the 
needs and expectations of the market when it suggests forward 
looking information is without value. 

A National Standard Is Necessary And Appropriate 

APTC believes stock traded on national exchanges 
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should be subject to uniform policy and exclusive federal law. 
America's securities markets increasingly attract capital 
(and issuers) from all over the globe. Local judges should 
not create national securities law. The issues implicated by 
S. 1260 involve complex and technical decisions about the 
importance of forward looking information on the securities 
marketplace, the risks that information creates for investors 
and the impact on the economy as a whole. Congress has the 
expertise and resources to examine the issue in comprehensive 
way. Congress should make national economic policy, not state 
courts. 

Experience since the passage of the PSLRA 
demonstrates we cannot leave these issues to state courts. 
The many differing jurisdictions have produced confused and 
contradictory results. California courts, where a large 
number of these state court suits have been brought, have 
offered almost no helpful guidance to the parties involved. 
Some urge Congress to sit back and wait for state courts to 
sort this out. Beyond the inappropriateness of ceding these 
national issues to state courts, there is little likelihood 
all 50 states would agree on a consistent set of standards. 
Absent uniform rules, plaintiffs lawyers could — as they are 
doing now — shop for the most permissive jurisdiction and 
bring nation-wide class actions there. 
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Creating a national standard will hopefully do much 
to limit expensive and time consuming discovery in frivolous 
suits. A securities claim is very often extraordinarily 
expensive to defend. Even where there is an insufficient 
basis for a claim, companies may be forced into a lengthy 
discovery process that often serve more to harass defendants 
than to obtain useful information. S. 1260 will help to limit 
end runs around federal standards that seek to prevent 
unjustified suits before they become too costly. 

Congress Must Act Now 

Congress must act to stop the continuing flood of 
wasteful litigation. Opponents to S. 1260 claim the 
legislation is unnecessary because there is no crisis and 
because many high technology companies are prospering. APTC 
agrees that technology companies are generating significant 
gains for the economy, and we are proud to represent many of 
these companies. However, from the perspective of any small 
and medium-sized company faced with a massive class action 
claim, any such lawsuit is a crisis. Not only are legal costs 
high, but also key management is diverted from their primary 
mission — growing the company. There were over three times 
the number of suits in state courts in 1997 compared to 1995, 
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making over three times the number of companies exposed to 
potentially long and costly claims. There is no justification 
for allowing frivolous suits to weaken our economy, and we 
should not wait until the problem deepens. 

Finally, investors should not have to wait. 
Millions of American investors are harmed when they are 
prevented from obtaining valuable information about companies 
and the market. The threat of a state class action claim has 
a chilling effect on all companies, reducing the amount of 
information available to investors. 

APTC commends the leadership of the Subcommittee and 
its members who have crafted S. 1260. This legislation is 
extremely important to our members and we encourage your 
efforts to move the full committee to prompt approval of the 

bill. 

Sincerely yours. 



S^^T^.*jtZ^ 



Brian T. Borders 
President 



Cc Senate Banking Committee Members 
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105TII CONGRESS 
1st Session 



S. 1260 



To amend the SecuritieK Act of 1933 and the Securities Exchange Act 
of 1934 to limit the conduct of Hocurities class actions under State 
law, and for other purposes. 



IN THE SENATE OP THE UNITED STATES 

October 7, 1997 
Mr. GiLVMM (for himself, Mr. DoDD, Mr. DOMBNTCI, Mrs. Boxer, Mr. 
F.URCLOTII, Mrs. Feinstein, Mr. IIagel, Mr. Rbid, Mr. Wydbn, Mr. 
AlliVRD, Ms. Mo6ELBY-Braun, Mrs. Murray, and Mr. Libberman) in- 
trodueed the following bill; which was read twice and referred to the Com- 
mittee on Banking, Housing, and Urban Affairs 



A BILL 

To amend the Securities Act of 1933 and the Securities 
Exchange Act of 1934 to limit the conduct of securities 
class actions under State law, and for other purposes. 

1 Be it enacted by the Senate and House of Representa- 

2 tives of the United States of America in Congress assembled, 

3 SECTION 1.SHOBTTTTLB. 

4 This Act may be cited as the ''Securities Litigation 

5 Uniform Standards Act of 1997". 

6 SECS-UBflTATIONONREBfEDIBa 

7 (a) Amendments to the Securities Act op 

8 1933.— 
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1 (1) Amendment. — Section 16 of tlie Securities 

2 Act of 1933 (15 U.S.C. 77p) is amended to read as 

3 follows: 

4 ''SEC. 16. ADDITIONAL REMEDIES; UBOTATiON ON REM- 

5 EDIES. 

6 "(a) Remedies Additional. — Except as provided in 

7 subsection (b), the rigiits and remedies provided by this 

8 title shall be in addition to any and all otiier ri^ts and 

9 remedies that may exist at law or in equity. 

10 "(b) CLiVSS Action Limitations. — No class action 

1 1 based upon the statutory or common law of any State or 

12 subdivision thereof may be maintained in any State or 

13 Federal court by any private party alleging — 

14 "(1) an untrue statement or omission of a ma- 

15 terial fact in connection with the purchase or sale of 

16 a covered security; or 

17 "(2) that the defendant used or employed any 

18 manipulative or deceptive device or contrivance in 

19 connection with the purchase or sale of a covered se- 

20 curity. 

21 "(c) Removal of CLuXSs Actions. — ^xVny class action 

22 brought in any State court involving a covered security, 

23 as set forth in subsection (b), shall be removable to the 

24 Federal district court for the district in which the siction 

25 is pending, and shall be subject to subse<!tion (b). 

•S UMIS 
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1 "(d) Definitions. — For purposes of this section the 

2 following definitions shall apply: 

3 "(1) Class action.— The term 'class action' 

4 means any single lawsuit, or any group of lawsuits 

5 filed in or pending in the same court involving com- 

6 mon questions of law or fact, in which — 

7 "(A) damages are sought on behalf of 

8 more than 25 persons; 

9 "(B) one or more named parties seek to 

10 recover damages on a representative basis on 

1 1 behalf of themselves and other unnamed parties 

12 similarly situated; or 

13 "(C) one or more of the parties seeking to 

14 recover damages did not personally authorize 

15 the filing of the lawsuit. 

16 "(2) Covered security. — ^A security is a *cov- 

17 ered security* if it satisfies the standard for a cov- 

18 ered security specified in paragraph (1) or (2) of 

19 section 18(b) at the time during which it is alleged 

20 that the misrepresentation, omission, or manipula- 

21 tive or deceptive conduct occurred.". 

22 (2) Conforming amendments. — Section 

23 22(a) of the Securities Act of 1933 (15 U.S.C. 

24 77v(a)) is amended — 



•s iseois 



Digitized by 



i^^TOogle 



101 
4 

1 (A) by striking ''and, ooncorrent with 

2 State and Territorial courts/' and inserting 

3 ''and, concurrent with State and Territorial 

4 courts, except as provided in section 16 with re- 

5 spect to class actions,"; and 

6 (B) by striking "No case arising under this 

7 title and brou^t in any State court of com- 

8 petent jurisdiction shall be removed" and in- 

9 serting "Except as provided in section 16(c), no 

10 case arising under this title and brought in any 

11 State court of competent jurisdiction shall be 

12 removed". 

13 (b) Amendments to the Securities Exchanqe 

14 Act of 1934. — Section 28 of the Securities Exchange Act 

15 of 1934 (15 U.S.C. 78bb) is amended— 

16 (1) in subsection (a), by striking "The ri^ts 

17 and remedies" and inserting "Except as provided in 

18 subsection (f), the ri^ts and remedies"; and 

19 (2) by adding at the end the following new sub- 

20 section: 

21 "(f) LlMFTATIONS ON REMEDIES. — 

22 "(1) Class action limitations. — No class ac- 

23 tion based upon the statutory or common law of any 

24 State or subdivision thereof may be maintained in 
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1 any State or Federal court by any private party 

2 alleging — 

3 ''(A) a misrepresentation or omission of a 

4 material fact in connection with the purchase or 

5 sale of a covered security; or 

6 "(B) that the defendant used or employed 

7 any manipulative or deceptive device or contriv- 

8 ance in connection with the purchase or sale of 

9 a covered security. 

10 "(2) Removal op class actions.— Any class 

11 action brought in any State court involving a cov- 

12 ered security, as set forth in paragraph (1), shall be 

13 removable to the Federal district court for the dis- 

14 trict in which the action is pending, and shall be 

15 sufarject to paragraph (1). 

16 "(3) Definitions. — For purposes of this sub- 

17 section the following definitions shall apply: 

18 "(A) Class action.— The term *class ac- 

19 tion' means any single lawsuit, or any group of 

20 lawsuits filed in or pending in the same court 

21 involving common questions of law or fact, in 

22 which— 

23 ''(i) damages are sought on behalf of 

24 more than 25 persons; 
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1 "(d) Definitions. — For purposes of this section the 

2 following definitions shall apply: 

3 "(1) Class action. — The term 'class action' 

4 means any sin^e lawsuit, or any group of lawsuits 

5 filed in or pending in the same court involving com- 

6 mon questions of law or fact, in which — 

7 "(A) damages are sought on behalf of 

8 more than 25 persons; 

9 "(B) one or more named parties seek to 

10 recover damages on a representative basis on 

1 1 behalf of themselves and other unnamed parties 

12 similarly situated; or 

13 "(C) one or more of the parties seeking to 

14 recover damages did not personally authorize 

15 the filing of the lawsuit. 

16 "(2) Covered security. — ^A security is a *cov- 

17 ered security* if it satisfies the standard for a cov- 

18 ered security specified in paragraph (1) or (2) of 

19 section 18(b) at the time during which it is alleged 

20 that the misrepresentation, omission, or manipula- 

21 tive or deceptive conduct occurred.". 

22 (2) Conforming amendments. — Section 

23 22(a) of the Securities Act of 1933 (15 U.S.C. 

24 77v(a)) is amended— 
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1 ''(ii) one or more named parties seek 

2 to recover damages on a representative 

3 basis on behalf of themselves and other 

4 unnamed parties similarly situated; or 

5 "(iii) one or more of the parties seek- 

6 ing to recover damages did not personally 

7 authorize the filing of the la^vsuit. 

.8 "(B) Covered security. — ^A security is a 

9 'covered security' if it satisfies the standard for 

10 a covered security specified in paragraph (1) or 

11 (2) of section 18(b) of the Securities Act of 

12 1933, at the time during which it is alleged 

13 that the misrepresentation, omission, or ma- 

14 nipulative or deceptive conduct occurred.". 

15 (c) Applicability. — The amendments made by this 

16 section shall not affect or apply to any action commenced 

17 before and pending on the date of enactment of this Act. 

O 
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1 "(ii) one or more named parties seek 

2 to recover damages on a representative 

3 basis on behalf of themselves and other 

4 unnamed parties similarly situated; or 

5 "(iii) one or more of the parties seek- 

6 ing to recover damages did not personally 

7 authorize the filing of the lawsuit. 

,8 "(B) Covered sbcurxty.— A security is a 

9 'covered security* if it satisfies the standard for 

10 a covered security specified in paragraph (1) or 

11 (2) of section 18(b) of the Securities Act of 

12 1933, at the time during which it is alleged 

13 that the misrepresentation, omission, or ma- 

14 nipulative or deceptive conduct occurred.". 

15 (c) Applicability. — The amendments made by this 

16 section shall not affect or apply to any action commenced 

17 before and pending on the date of enactment of this Act. 
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